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Seventeenth-Century English Tradesmen’s Tokens 


In the past, when governments were unable to pro- 
vide their citizens with an adequate supply of cur- 
rency, merchants often took matters into their own 
hands. In pre-Confederation Canada, the lack of a cir- 
culating currency prompted the creation of various 
substitutes, ranging from playing cards in New France 
to soldiers’ buttons in Montréal. In England, mer- 
chants and tradesmen issued tokens when the govern- 
ment was unable to supply small-denomination coins. 


English merchant guilds and companies began issuing 
tokens about 1500 to make change for purchases 
worth less than a penny, or where fractional charges 
were incurred. Made of lead, the first tokens were 
small, with a simple design that was often just a series 
of lines or, occasionally, a group of letters. Contempo- 
rary sources report that by 1600 there were more than 
3,000 different varieties circulating in London, despite 
laws to the contrary. 


At the beginning of the seventeenth century, the British 
government attempted to address the problem by 
introducing copper farthings or quarter-penny pieces. 
The issue was unsuccessful for several reasons: it was 
widely counterfeited, it was not evenly distributed 
throughout the country, and the pieces were of varying 
weights. Thus, private tokens continued to be issued 
until the end of the Civil War in 1649. With the death 
of King Charles I and the apparent removal of the 
royal prerogative to mint money, merchants and 
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municipal corporations across England became even 
bolder. A flood of tokens like those on the front cover 
were issued, including farthing, halfpenny, and penny 
tokens. Made of brass or copper, they carried denomi- 
nations, a variety of designs, and even the merchants’ 
names and those of their businesses. Almost every 
type of merchant is represented, among them: coffee 
houses, taverns, fishmongers, hatters, glovers, apothe- 
caries, carriers, saddlers, ferrymen, grocers, cheese- 
mongers, butchers, bakers, chandlers, shoemakers, 
locksmiths, potters, and booksellers. 


With the restoration of the monarchy in 1660, laws 
were again passed prohibiting the issue of private 
tokens, to little effect. Aware of the hardship posed by 
the absence of an official issue of low-denomination 
copper coins, the government did not prosecute 
offenders—merchants charged with the offence of 
issuing tokens were typically released on a promise 
to refrain from the practice. In 1672, however, the 
government began issuing its own farthing and half- 
penny coins. With suitable coins in circulation, the 
government renewed its efforts to prosecute offenders, 
and the issuance of merchant tokens had largely 
ceased by 1674. 


The tokens pictured on the cover are part of the 
National Currency Collection. 


Photography by Gord Carter, Ottawa. 
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Inflation and Monetary Policy 


David Longworth, Chair, Editorial Board 


his special issue deals with three topics that 
are at the heart of the Bank of Canada’s mon- 
etary policy: transparency, inflation targeting, 
and models of inflation. 


John Chant, the Bank’s Special Adviser in 2001-2002, 
positions the Bank’s move towards greater transparency 
following the adoption of inflation targets in 1991 ina 
historical context in “The Bank of Canada: Moving 
Towards Transparency.” He argues that the changes 
since 1991 are part of an evolution in the Bank’s 
approach that began in the 1970s, an evolution he 
believes should continue in some areas. 


In “Inflation Targeting and Medium-Term Planning: 
Some Simple Rules of Thumb,” David Longworth 
demonstrates how the stable and predictable inflation 
that has resulted from the Bank’s inflation-targeting 
framework can help households, businesses, and 


governments in their medium-term economic and 
financial planning. The 2 per cent inflation target, 
combined with an average growth rate for potential 
output that is not expected to vary much in the next 
several years, yields useful rules of thumb for the 
growth of labour income, profits, and consumption, as 
well as for the level of long-term interest rates. 


Robert Amano and Don Coletti summarize the Bank’s 
2002 conference on “Price Adjustment and Monetary 
Policy.” Conference papers covering both theoretical 
and empirical studies explored such themes as sources 
of the persistence of inflation, forward-looking models 
of inflation, models of inflation in open economies, the 
macroeconomic effects of technology shocks, and 
models of the interaction between wages, prices, and 
real economic outcomes. 
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The Bank of Canada: Moving 
Towards Transparency 





John Chant, Special Adviser, 2001-2002! 


e During the 1990s, the Bank of Canada made 
several changes that transformed its conduct 
of monetary policy. These changes are part of 
an evolution in the Bank’s approach that has 
continued since the 1970s. 


e During the 1960s and 1970s, policy decisions 
were made in an environment characterized 
by instrument opaqueness and goal opaque- 
ness, which tended to shield the Bank's 
operations from scrutiny and accountability. 


e Since the 1970s, the Bank has moved towards 
transparency and openness by rejecting 
multiple policy instruments and adopting a 
single, well-defined goal of inflation control. 


e A recent survey shows that the Bank of 
Canada ts in the middle range of central banks 
with regard to its transparency. 


e The significant developments that have 
occurred in central banking and monetary 
policy since the 1960s have benefited the 
public. However, central banks should not 
assume that the costs and benefits are obvious 
to everyone, but should continue to support 
research on the benefits of low and stable 
inflation and continually inform other policy- 
makers and the public of their results. 





1. John Chant is a professor of Economics at Simon Fraser University and 
was Special Adviser at the Bank of Canada from September 2001 to August 
2002. This article is based on remarks addressed to the senior officers of the 
Bank of Canada on 16 July 2002. The views expressed in it are those of the 
author. No responsibility for them should be attributed to the Bank of Canada. 


ver the past decade, the Bank of Canada 

has transformed its conduct of monetary 

policy by focusing on an explicit inflation- 

control target, establishing a Governing 
Council for decision-making, announcing a target 
overnight interest rate, and adopting fixed action 
dates for making policy changes.” These changes are 
part of a continuing evolution in the Bank’s approach 
that has taken place since the 1970s. 


The 1960s and Early 1970s: 
Opaqueness 


The Bank of Canada operated much 
differently in the late 1960s than it 
does today. 


The Bank of Canada operated much differently in the 
late 1960s than it does today.° A most notable difference 
was the apparent efforts made by the Bank in earlier 
years to shield its operations from scrutiny. It did this 
through a combination of instrument and goal 
opaqueness, as part of a policy approach characterized 
by general, and mostly unnecessary, secrecy. 4 cheson 





2. Jenkins (2001) describes the Bank’s measures to improve transparency and 
accountability as well as its approaches to communication. 


3. This section is based on papers written by the author with Keith Acheson 
in the early 1970s. 


4. Goodfriend (1986, 90) concludes his critique of the arguments for central 
bank secrecy as follows: “Given the inconclusiveness of the theoretical argu- 
ments and the presumption that government secrecy is inconsistent with the 
healthy functioning of a democracy, further work is required to demonstrate 
that central bank secrecy is socially beneficial.” 
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and Chant (1973) used the theory of bureaucracy to 
interpret this approach as a device to avoid scrutiny 
and accountability. Max Weber, who originated the 
theory, argued that the administration of bureaus (that 
is, agencies and departments within government) 
“always tends to be an administration of ‘secret ses- 
sions’: in so far as it can, it hides its knowledge and 
actions from criticism” (Gerth and Mills 1946, 233).° 


Instrument opaqueness refers to a manner of conducting 
policy that makes it difficult for outsiders to observe 
and understand the Bank’s policy actions. At the Bank 
of Canada, this was achieved by using multiple policy 
instruments, with an emphasis on instruments that 
are opaque, such as moral suasion. In addition, the 
Bank offered little guidance as to the significance that 
it attached to each of these instruments and the pur- 
poses to which they were directed.° 


The use of multiple policy instruments makes it diffi- 
cult for observers to form an overall view of the thrust 
of policy because different instruments can be used for 
different purposes at any time. In the 1960s, the Bank 
used variations of the secondary-reserve ratio, transfer 
of government deposits,’ open market operations, 
and changes in the bank rate as active policy instru- 
ments. In addition, from 1954 to 1967 the Bank had, 
but never used, the power to change (within limits) 
the statutory cash-reserve requirement. This reliance 
on multiple instruments contrasted with the economic 
wisdom of the day on the conditions required for 
effective monetary control. The late Harry Johnson, a 
prominent Canadian economist, observed (1968, 977— 
78), “In the actual practice of central banking, how- 
ever, reliance is placed on additional instruments and 
techniques of control over the commercial banks. 
From the point of view of the theory of monetary con- 
trol, these additional controls are unnecessary.” 


In addition to using many instruments, the Bank 
favoured those that were opaque. Opaque instruments 
do not leave clear tracks, making it difficult for observers 
to document their use, and even more difficult to 
assess their effects. The Bank’s use of moral suasion, 
rather than more direct policy action, to ensure the 
compliance of financial agents during this period 





5. Other key contributors to the literature on bureaucracy include Downs 
(1967), Niskanen (1971), Selznick (1948), and Tullock (1965). 


6. In contrast, the Bank now makes it clear that the target overnight interest 
rate is its key instrument. 


7. See the Glossary for an explanation of these instruments. 


Table 1 
Examples of the Use of Moral Suasion: 1946-69 





Year Purpose 





1946 Limit on government security holdings of chartered banks to 90% of 
Canadian personal savings deposits 


1948 Limit on term loans 


1951 Limit on total loans 
Limit on term loans 


1955 Limit on term loans in amount exceeding $250,000 
Minimum liquid-asset ratio 


1956 Limit on lending to consumer finance companies 
Special consideration to small borrowers 


1957 Encouragement to mortgage loans 
Restrictions on term lending 


1958 Term loan agreement revised to $2,000,000 ceiling 
1959 Term loan agreement revised to $1,000,000 ceiling 


1965 Accommodation to finance companies 
Request to discourage U.S. subsidiaries from switching to Canadian 
sources of funds because of U.S. balance-of-payment guidelines 


1967 Agreement on maximum interest on term deposits 
Request to refrain from extending credit for the purchase of gold 


1968 Request to discourage use of bank credit to make abnormal transfers of 
funds or to replace funds normally obtained from parent companies by 
US. subsidiaries 
Request to restrict the outflow of funds through certain currency deposit 
transactions 


1969 Ceiling on “swap” deposits accepted by chartered banks 
Special regard for borrowers in less prosperous areas of the country 
Special attention to loan applications from small businesses without 
alternative sources of credit 


Source: Adapted from Chant and Acheson (1986, 114) 


illustrates the point. Table 1 shows that the Bank of 
Canada had agreements with chartered banks in 12 of 
the 23 years between 1946 and 1969, indicating that, 
during this time, the Bank made considerable use of 
moral suasion. Yet the Bank’s own reference to how it 
used moral suasion indicates how difficult it would 
have been to track either its use or its effects. Accord- 
ing to the Bank (1962, 37), moral suasion consists of a 
“wide range of possible initiatives by the central bank 
designed to enlist the co-operation of commercial 
banks or of other financial institutions in pursuit of 
some objective of financial policy.” Such actions (1962, 
38) range from “general exchanges of views” to “efforts 
by the central bank to achieve, through suggestion, 
discussion and persuasion, specific changes . . . in poli- 
cies or practices of private financial organizations.” 


Even though secrecy does not contribute to the effec- 
tiveness of moral suasion, Governor Rasminsky, testi- 
fying in 1963 before the Royal Commission on 
Banking and Finance (BoC 1964, 54), was reluctant to 
reveal details of how it was employed by the Bank: 


eee 
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Commissioner Brown: “Have you had any experience 
with the use of moral suasion?” 


Governor Rasminsky: “Yes.” 

CB> Has it been. 2.2" 

GR: “I have been satisfied with the results, yes.” 
CB: “I gather that you prefer not to.. ..” 


GR: “I think that the experience is so recent—I mean, 
it is obviously an experience within the last eighteen 
months, Mr. Brown, and if you don’t mind I would 
prefer not to discuss the details.” 


The Bank practised goal opaqueness 
by pursuing multiple goals without 
making clear statements about its 
priorities regarding those goals. 


Goal opaqueness refers to a central bank’s failure to 
identify its specific goals in order to provide a basis 
for evaluating its performance.The Bank practised 
goal opaqueness by pursuing multiple goals without 
making clear statements about its priorities regarding 
those goals.® Table 1 shows that the varied purposes of 
moral suasion, which included encouraging mortgage 
financing for housing, as well as support for small 
business and regional development, went far beyond 
the recognized concerns and capacities of monetary 
policy. 

Finally, the overall degree of secrecy adopted by the 
Bank exceeded whatever level might be considered 
necessary for conducting monetary policy effectively. 
Both the Bank and the Minister of Finance, for exam- 
ple, refused to disclose details of the arrangements 
through which certain investment dealers, known as 
jobbers, qualified for special lines of credit on favour- 
able terms.” The Bank would not disclose the names of 
the jobbers, the size of the lines of credit, the terms for 
qualifying as a jobber, or the criteria for determining 
their lines of credit. In reply to a question in Parlia- 
ment, the Minister of Finance declared, “Because of 
the banker-client relationship that is involved and 





8. James Coyne, the Governor from 1955 to 1961, was adamant, however, in his 
claim that monetary policy could do nothing to prevent unemployment in the long 
run. In this respect, he led most economists. 


9. See Fullerton (1962) for details of the role and privileges of the jobbers. 


because the number changes from time to time the 
Bank has not made a practice of publishing the names 
of such jobbers.” (Canada 1969, 2067) This approach 
left the Bank effectively unaccountable for determin- 
ing who would benefit from these special privileges. 


Notable progress has been made since the 1970s in 
removing these obstacles to the accountability of cen- 
tral banks. In both its goals and operations, the Bank 
has shifted away from opaqueness towards greater 
openness and transparency. In terms of operations, the 
Bank has discarded many of its former policy instru- 
ments, including secondary-reserve requirements, 
reliance on moral suasion, and variable statutory cash- 
reserve requirements. It has also taken responsibility 
for the target overnight rate (and the bank rate, which 
is 25 points above it) and has identified the target 
overnight rate as its primary policy instrument. The 
Bank also makes it clear that the primary purpose of 
other instruments, such as auctions of government 
deposits and repo operations, is to ensure that the 
level of balances in the Large Value Transfer System is 
adequate to achieve the desired interest rate target. 


Since the public’s primary concern with the perform- 
ance of policy should be its outcome—performance 
with respect to goals rather than how they are 
attained—an even more significant factor has been the 
Bank’s increased accountability for a single, well- 
defined goal. The movement towards this position 
began in the mid-1970s with the adoption of monetary 
targets and a clearer focus on long-run price stability 
and culminated in the adoption of the inflation- 
control target in 1991. 


Sources of Greater Openness 


What broad trends in society and the economy moti- 
vated these changes towards openness and accounta- 
bility? At least some of the actions of any instrument 
of government such as a central bank will be deter- 
mined by its status as a bureau. But a bureau acts sub- 
ject to its knowledge and to the constraints created by 
its environment, which in turn depend on the public’s 
knowledge and preferences. What, then, has changed? 


From fixed to flexible exchange rates 


The movement away from a fixed exchange rate 
removed a substantial obstacle to openness. Simply 
put, fixed exchange rates are an enemy of openness. 
They give investors one-sided wagers when the cur- 
rency faces likely devaluation or revaluation. Inves- 
tors bear little risk betting on any changes, since they 
reap substantial gains when they occur and face only 
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small losses when they don’t. Central banks cannot be 
consistently open under fixed exchange rates. Signs of 
weakness could provoke a flurry of self-fulfilling, one- 
sided wagers among investors. Even disclosure of 
strength is not feasible because its absence at other 
times would imply weakness. 


An interesting example of the degree of secrecy neces- 
sitated by fixed exchange rates is provided by the 
experience of the head of the Netherlands Bank who, 
at his government's prodding, phoned the Bank of 
England on Friday 18 September 1931 and asked 
whether the gold value of his bank’s sterling balance 
was safe. After receiving assurances that it was, the 
Netherlands Bank supported the Bank of England by 
not converting its sterling balances to gold. The British 
government effectively abandoned the gold standard 
the next Monday, plunging the value of the pound 
from US$4.87 to US$3.40. The Netherlands Bank lost 
its capital, and its head lost his job (Yeager 1976). 


Flexible exchange rates differ markedly in their scope 
for openness. Under fixed rates, a central bank must 
often struggle against the crowd in carrying out pol- 
icy. In contrast, under flexible exchange rates a credi- 
ble anchor such as an inflation target shifts the 
balance. Markets can contribute to reaching the target 
if things get off course. Openness and transparency in 
this case facilitate the achievement of the target. 


Experience 


Governments and the public came to 
understand, through the experiences 
of the 1970s and early 1980s, that 
inflation might not have been the 
panacea that many initially thought 
it would be. 


Governments and the public came to understand, 
through the experiences of the 1970s and early 1980s, 
that inflation might not have been the panacea that 
many initially thought it would be. The first doses of 
inflation in the early seventies may have been euphoric. 
For some, this unexpected inflation substantially 
reduced the real value of their mortgages. But the 
euphoria was short-lived. Inflation quickly became 


identified with higher-than-normal rates of unem- 
ployment, the so-called “stagflation.” These experi- 
ences stimulated the economics profession to 
reconsider its analysis of inflation and to reassess its 
costs. 


Economic knowledge 


The evolution of economic knowledge itself has con- 
tributed to openness by narrowing the goals of central 
banks, providing a clearer framework for assessing 
the stance of policy, and lowering expectations of 
what can be accomplished. 


Several developments have clarified expectations 
about the ability of central banks to pursue multiple 
goals. Tinbergen’s (1956) recognition of the relation 
between targets and instruments showed that multi- 
ple goals cannot be achieved through the use of one 
instrument. This was followed by the work of Fried- 
man (1968) and Phelps (1967, 1968) denying the exist- 
ence of any long-term trade-off between inflation and 
unemployment. These developments together pre- 
pared the intellectual groundwork for central banks to 
focus on the single target of controlling inflation while 
choosing a suitably long horizon that would help to 
maintain the stability of output as inflation returned 
to the target following a shock. 


Similarly, greater awareness of the distinction between 
real and nominal interest rates!” also increased trans- 
parency. In the 1960s and 1970s, announcements by 
the Bank of Canada of its policy stance had frequently 
been unclear and ambiguous. Rising interest rates 
combined with rapid monetary growth could be char- 
acterized as tightness by referring to interest rates, or 
as ease by referring to monetary growth. Such different 
interpretations were possible because of the general 
failure to distinguish between real and nominal inter- 
est rates. 


The difference between real and nominal interest rates 
has a long history in economics, dating most notably 
to the work of Irving Fisher (1930). Nevertheless, it 
was the experience of the 1970s, when the need to take 
account of inflationary expectations in interpreting 





10. Nominal and real interest rates differ by a component that covers 
expected inflation. Nominal interest rates reflect the monetary returns 
received by bond-holders. In times of inflation, part of this return is eroded by 
the decreased purchasing power of the bond. Real interest rates equal nomi- 
nal interest rates less this inflation premium and indicate the actual purchas- 
ing power gained from holding the bond. For example, with a nominal 
interest rate of 6 per cent and an expected rate of inflation of 2 per cent, the 
bond’‘s value in terms of purchasing power decreases by 2 per cent and the 
expected real rate of interest is 4 per cent. 
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interest rates became evident, that made the bulk of 
the economics profession aware of the distinction. 
This awareness also contributes to greater accounta- 
bility. 

Finally, there was greater appreciation among econo- 
mists that efforts to direct credit to specific uses were 
both ineffective and inefficient. The earmarking of 
credit for a purpose cannot ensure that credit will be 
used for that purpose. There need not be any corre- 
spondence between the instruments through which 
funds are raised and the uses to which these funds are 
put. Cheap mortgage credit can certainly lead to more 
borrowing, but homeowners may use the funds to 
spend more on cars or holidays. In addition, greater 
skepticism developed concerning the ability of gov- 
ernments to intervene to provide better allocation of 
credit than was achieved in the market. 


Greater openness in government 


The increasing transparency of the Bank of Canada 
has also coincided with a worldwide trend towards 
openness and accountability within government. 
Governments themselves have seen the advantage of 
being more open, and the public has demanded it. In 
Canada, this openness has been reflected in regular 
reviews of key policies by parliamentary committees 
and the passage of freedom-of-information legislation. 
Such legislation leaves central banks and other gov- 
ernment departments and agencies with an interest- 
ing choice: release information at a time and in the 
form it chooses, or wait to present it in response to a 
formal request. 


What More Can Be Done? 


Since the 1970s, the Bank of Canada, along with other 
central banks, has come a long way towards increased 
openness. Nevertheless, a recent survey of central 
banks by Eijffinger and Geraats (2002) suggests that 
the Bank of Canada ranks in the middle of the pack in 
terms of transparency, losing points for neither pub- 
lishing the forecasts that shape its policy nor releasing 
the minutes and voting records of its governing 
body." 


Fijffinger and Geraats observe that all central banks 
make numerous forecasts for inflation, output, or both 
available in some form. The Governing Council of the 





11. Ina recent paper, Winkler (2000) suggests that the issue of transparency 
in central banks is sufficiently complex that it may not be adequately captured 
by these types of measures. 


Bank of Canada already provides much information 
in its Monetary Policy Report and Updates, which con- 
tain (i) a narrative description of the projected path of 
inflation, including when inflation is expected to 
return to the 2 per cent target, (ii) a projection of real 
GDP growth for the first and second halves of the cur- 
rent and the next year, (iii) a narrative description of 
the future path of the output gap, and, recently, (iv) a 
broad indication of the general direction of the target 
overnight rate. The Council decides on the content of 
these narrative descriptions and projections on the 
basis of technical forecasts prepared by the Bank’s 
staff and other information. 


There is a strong case for the 
publication of the staff forecasts used 
by the Governing Council in order to 
foster better understanding of policy 

and to enhance accountability. 


There is a strong case for the publication of the staff 
forecasts used by the Governing Council in order to 
foster better understanding of policy and to enhance 
accountability. Such publication would help observers 
to form their own views and enable them to better 
anticipate Bank policies. While the extent and nature 
of the information in these forecasts would be beyond 
the capacity of many observers and critics, a substan- 
tial core of observers can evaluate and understand it. 
Publication would itself be educational and would 
raise the general level of sophistication with respect to 
monetary policy. People would be able to pick and 
choose according to their interests and abilities, as 
they do now with the Monetary Policy Report. 


These staff forecasts would be most useful if the Bank 
published them in the form in which they are sup- 
plied to the Governing Council. The alternative—the 
Governing Council publishing forecasts in its own 
name—would require the Council to shape the staff 
forecasts to accord with its own view of the economy. 
It is important for accountability, however, that the 
public understand the inputs that the Council receives 
for its decisions: publication allows the public to judge 
both the quality of the inputs and the quality of Coun- 
cil’s use of them. 
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An argument against publishing staff forecasts is that 
staff might try either to meet the Council’s preferences 
or to seek safety by conforming to consensus forecasts. 
Regardless of the validity of these somewhat contra- 
dictory concerns, publication of the forecasts should 
be accompanied by periodic review of forecasting per- 
formance conducted by outsiders, with the results 
made public. In light of these reviews, the Bank would 
have to assess the value added from the resources it 
devotes to its own independent forecasting. The abil- 
ity of the Bank to conduct its own alternative macro- 
economic risk analysis should be an important part of 
the assessment. 


The case for publishing the minutes and the voting 
records of the Governing Council is not strong. While, 
arguably, release of minutes might increase under- 
standing of policy, review of the minutes published by 
other central banks leaves questions about their use- 
fulness, especially if forecasts are also published. 


The publication of voting records 

presents potential difficulties that 

more than offset any benefits to be 
gained from increased transparency. 


The publication of voting records presents potential 
difficulties that more than offset any benefits to be 
gained from increased transparency. !* Publication 
would clearly increase the individual accountability of 
members of the Governing Council. But this change 
would require the Governing Council to alter its con- 
sensus approach to decision-making. The change 
would extend beyond voting to the way in which the 
consensus view about the future evolution of policy, 
as captured in the Monetary Policy Report and Updates, 
would be expressed. Such steps towards increasing 





12. Alan Blinder (1997) argues that central bankers should disclose their 
votes in the same way as jurists. The parallel is not exact. Judges are 
appointed for life. In addition, their views need to be identified, since the rea- 
soning of legal judgments may be crucial in determining precedents. It mat- 
ters whether justices find defendants not guilty because the law did not apply, 
or because the law did apply and there is insufficient evidence to convict. One 
may create a precedent, whereas the other may not. 


individual accountability might also create pressures 
for change in the process for appointing members of 
the Governing Council. This poses the danger of sub- 
stituting away from knowledge and expertise in 
selecting monetary policy decision-makers and in the 
conduct of monetary policy 


Any increase in accountability must be balanced 
against the problems raised by the disclosure of min- 
utes and voting records in a federal state. Clearly, the 
Bank must be continually informed of regional condi- 
tions in setting its policies. But past regional concerns 
have gone further: there have been pressures to use 
monetary policy for regional purposes. In these cir- 
cumstances, the disclosure of minutes and voting 
records could pose significant dangers by creating 
identifiable regional pressures on monetary policy.!s 


Review of the practices of other central banks in 
industrialized countries shows an interesting compar- 
ison between federal and unitary states with respect to 
their disclosure of voting records. Table 2 shows that 
the Federal Reserve alone among central banks in fed- 
eral states discloses voting records, while four other 
central banks do not. In contrast, all four central banks 
in unitary states disclose voting records in some form. 


Table 2 
Disclosure of Voting Records 








Disclosure No disclosure 
Federal states United States Australia 
Canada 
Switzerland 
Europe 
Unitary states Japan 
New Zealand 
Sweden! 


United Kingdom 
1. Eijffinger and Geraats classify the Riksbank as not providing voting records. Board 
minutes, however, identify members with reservations about the Riksbank’s decisions 


and state that all other members present agreed with the decision. 


Source: Eijffinger and Geraats (2002) and Sveriges Riksbank 





13. The suggestion that monetary policy should be directed towards regional 
interests appeared in policy discussions in the early 1970s, at the time of the 
first Quebec referendum in May 1980, and during the Meech Lake talks of the 
early 1990s. See Acheson and Chant (1971) for a discussion of the infeasibility 
of regional monetary policy. 
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Central Banking: The End of History? 


Francis Fukuyama used the term “the end of history” 
to refer to the possibility that political systems had 
evolved to the point where one successful system 
dominated and displaced others. Despite the substan- 
tial progress with respect to accountability and trans- 
parency over the past 30 years, this condition has not 
been achieved in central banking. While central bank- 
ing may have advanced from an art to the status of a 
respectable practice, it still remains short of being a 
science. Controversy still swirls around the question 
of whether the inflation-control objective is too nar- 
row. Does it apply beyond rising prices for goods and 
services to rising prices for corporate stocks or hous- 
ing? As well, the question remains whether the 
progress with respect to accountability and transpar- 
ency will be permanent. The answer depends on the 
degree to which the changes have been based on inno- 
vations in knowledge and understanding rather than 
on developments in the broad political and economic 
environment in which central banks operate. 


Understanding must go well beyond 

recognizing increases in the quantity 

of money as the proximate cause of 

inflation to the political and economic 

forces that ultimately govern money 
growth. 


The distinction can be illustrated by referring to recent 
trends in inflation. The quantity theory linking infla- 
tion to excess monetary growth is one of the longest- 
standing results in economics. It leaves unanswered 
why we have had episodes of rapid and slow mone- 
tary growth through the fiat money era. Understand- 
ing must go well beyond recognizing increases in the 
quantity of money as the proximate cause of inflation 
to the political and economic forces that ultimately 
govern money growth. 


Changes based on better understanding are most 

likely to be enduring, while those following develop- 
ments in the political and economic environment may 
be less durable. Even the latter will differ in durability, 
according to their sources. Developments in account- 


ability and transparency that reflect greater openness 
in government may tend to be more permanent than 
those that do not.!* The commitment to simple operat- 
ing targets focused on observable variables such as the 
overnight rate will likely evolve, but in a knowledge- 
driven way. 


The least-enduring aspect of the Bank’s policy may be 
its inability to maintain its primary commitment to a 
goal of low and stable inflation in the face of possible 
dilution of both public and government support for 
this objective. Present economic conditions eerily 
resemble those of the early 1970s. Equity markets have 
been weak, showing no gains over several years; there 
is continuing international conflict; and governments 
have identified many priorities for additional spend- 
ing. At the same time, the public may no longer fully 
appreciate the costs of inflation. It is now 11 years since 
we have had annual average inflation above 

3 per cent, and 19 years since annual average inflation 
has been above 6 per cent. The 50 per cent of the 
labour force under the age of 39 have not experienced 
annual average inflation of 10 per cent over their 
working lives. 


Much of the progress in central banking took place in 
a period when governments were generally reducing 
their direct interventions in markets. A possible out- 
come of many aspects of the current turmoil may be 
greater government involvement in markets. A central 
bank objective must have the government’s backing to 
be credible. But if investment and growth are feeble, 
governments may be increasingly tempted to pressure 
central bankers to abandon their commitment to price 
stability in an effort to bolster longer-term economic 
performance.!° Experience suggests that the outcome 
would be higher inflation without any benefit of 
stronger growth. 


In the face of these threats, what can central banks do? 
In fact, central banks do not have many tools to coun- 
ter them. They certainly should not treat the benefits 





14. Nevertheless, Alan Greenspan recently stated, “Since I have become a central 
banker, I have learned to mumble with great coherence.” See Walsh (2001, 1). 


15. In July 2002, New Zealand’s Finance Minister announced his desire to 
rewrite the Reserve Bank’s 0 to 3 per cent contractual target to “adopt a more 
flexible approach to inflation,” to echo the Australian example. The Reserve 
Bank of Australia had adopted a medium-term objective of 2 to 3 per cent 
based on the two declared goals in the Reserve Bank Act (1959): stability of 
the currency and maintenance of full employment. As a result, New Zealand 
authorities revised the Policy Targets Agreement of 17 September 2002 to 
raise the floor of the target range from 0 to 1 per cent. In addition, it appeared 
to downplay price stability by shifting emphasis from a goal of “sustainable 
employment” fostered by price stability to one of “full employment,” to 
which price stability can contribute. See New Zealand (1999, 2002). 
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of the present state of affairs as obvious to others. They 
need to continue to support research on the costs and 
benefits of low and stable inflation and to continually 
inform other policy-makers and the public of their 
results. The evolution of central banking and mone- 


Glossary 


Fiat money: Money (i.e., bank notes and coins) that is 
not backed by gold or silver but is legal tender by gov- 
ernment declaration. The intrinsic value of fiat money 
is divorced from its monetary face value (i.e., the 
value stated on it), which rests on public confidence in 
the issuing authority—usually the central bank. All 
money in circulation in Canada is fiat money. 


Governing Council: The decision-making body of the 
Bank of Canada, consisting of the Governor and Dep- 
uty Governors. The Governing Council takes collec- 
tive responsibility for the Bank’s affairs, including 
formulating and implementing monetary policy. 


Liquid-asset ratio: Minimum ratio of liquid assets, 
defined as day-to-day loans, Treasury bills, and excess 
cash to deposits that banks would maintain on a daily 
average basis, based initially on an agreement reached 
between the Bank of Canada and chartered banks in 
1955 that led, in 1968, to the statutory secondary- 
reserve ratio. 


Moral suasion: The central bank’s use of its moral 
authority to gain voluntary compliance from banks 
and other financial institutions with respect to 
changes in their activities. 
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tary policy has been substantial and to the benefit of 
the public. A significant likelihood exists that this 
progress may be threatened. Central banks must be 
committed to ensuring that this progress endures. 


Secondary-reserve ratio: Legally based liquid-asset 
ratio that in March 1968 replaced the informal liquid- 
asset ratio. Changes in the secondary-reserve ratio 
were actively used as an instrument of policy until 
1976. The secondary-reserve ratio was eliminated with 
the phase-out of the statutory reserve ratio in 1992. 


Statutory cash-reserve ratio: A minimum ratio that 
banks were required to maintain between their hold- 
ings of currency and deposits at the Bank of Canada 
and their outstanding deposits. The details changed 
over time with respect to the minimum level of 
required cash, averaging over reserve period vs. daily 
minimum, and the treatment of different types of 
deposits. The requirement was phased out beginning 
im 1992: 


Transfer of government deposits: A technique of 
monetary policy through which reserves available to 
the banks are altered when the central bank transfers 
government deposits between its accounts at the cen- 
tral bank and its accounts at the commercial banks. 


Source: Shearer, Chant, and Bond (1984), except for the definition of fiat 
money, which is adapted from the definition listed in the Glossary on the 
Bank of Canada Web site (www.bankofcanada.ca). 
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Inflation Targeting and 
Medium-Term Planning: 
Some Simple Rules of Thumb 





David Longworth, Deputy Governor! 


¢ Inflation targeting, a stable macroeconomic 
environment, and an average growth rate for 
potential output that is not expected to vary much 
in the next several years all help households, 
businesses, and governments in their medium- 
term economic and financial planning. A number 
of simple rules of thumb can be usefully employed 
in this planning. 

e In particular, inflation targeting has, on average 
over a number of years, maintained most major 
measures of inflation quite close to the 2 per cent 
target midpoint. 


e Inflation targeting and a clear fiscal framework 
have both contributed to a more stable macro- 
economic environment, in which output varies 
less around its potential level. 


e Potential output growth is expected to average 
around 3 per cent over the next several years. 


e In light of the above factors and historical 
relationships, labour income, profits, and 
consumer spending will likely grow, on average, 
by about 5 per cent over the medium term. 

¢ Real and nominal long-term interest rates have 
been more stable over the past several years, and 
this stability is expected to continue. Real 30-year 
yields will likely vary in a range around 3.5 or 4.0 
per cent, and nominal yields will correspondingly 
vary around 5.5 or 6.0 per cent. 





1. Andrew Rennison and Gillian Boden also contributed to this article. 


ecent economic shocks, such as the fall in 

stock market prices and the effects of the 

terrorist attacks on 11 September 2001, have 

at times created a good deal of uncertainty 
about the short-run economic outlook for Canada. 
There is evidence, however, that overall, the Canadian 
economy has become more stable in the past decade, 
despite the uncertainties caused by these events. This 
increased stability, a result of inflation targeting as 
well as other factors, is evident in several key economic 
variables, including inflation, inflation expectations, 
and output (for further discussion see Debs 2001 and 
Longworth 2002). 


An examination of data on the average values or 
growth rates of some important economic variables 
and some of their ratios suggests certain relationships 
that can be useful in forming expectations of medium- 
term average values or growth rates. These relationships 
can be used by households, businesses, and govern- 
ments to plan more confidently over medium-term 
horizons, given the predictability of inflation provided 
by the Bank of Canada’s monetary policy. In particular, 
they can use some simple rules of thumb for medium- 
term planning regarding inflation, growth rates for real 
GDP, nominal GDP (the total output of the economy 
measured in current prices), labour income, profits, 
and long-term interest rates. In most cases, the rules of 
thumb suggested in this article are given to the nearest 
percentage point. Of course, annual growth rates (or 
levels, in the case of interest rates) will be more volatile 
than medium-term averages. 


Implications for Inflation 


The Bank of Canada has been targeting the 12-month 
percentage change in the Consumer Price Index (CPI) 
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since 1991. At that time, inflation-reduction targets 
were set for the four subsequent years, with the aim of 
reducing inflation to a target level of 2 per cent by the 
end of 1995. Indeed, the Bank stated, “The purpose of 
setting out formal targets is to provide a clear indication 
of the downward path for inflation over the medium 
term so that firms and individuals can take this into 
account in their economic decision-making.” (1990,10-11) 
Since 1995, the target midpoint for inflation has been 
maintained at 2 per cent within a target range of 1 to 3 
per cent (Chart 1). 


Crawford (2001) considers the long-run predictability 
of Canadian inflation and its benefits, as well as the 
steps taken by the Bank of Canada to improve this 
predictability when the inflation-target agreement was 
renewed in May 2001. The steps intended to increase 
predictability included providing more information to 
the public, using an improved measure of core inflation, 
and lengthening the term of the agreement to five 
years from three. The consequent reduction in the 
uncertainty surrounding future inflation rates would 
then allow households and firms to be more comfortable 
in their longer-term planning, thus decreasing distor- 
tions in the economy. 


Although there will always be disturbances in the 
economy that will cause inflation to deviate from the 
target midpoint, inflation should remain within the 
target range a fairly high percentage of the time for it 
to be considered stable and predictable, as the Bank of 


Chart 1 
Consumer Price Index 


Year-over-year percentage change 








Target range 


Target midpoint 


1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 
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Canada desires. Crawford demonstrates that, from the 
end of 1995 to July 2001, the CPI year-over-year inflation 
rate kept within the 1 per cent to 3 per cent band a 
good deal of the time. Table 1 extends some of his data 
to December 2002. It shows the frequency with which 
year-over-year inflation rates for CPI, CPI excluding 
the effects of changes in indirect taxes (CPIXT),* and 
core CPI? fall within various ranges around the 2 per 
cent target midpoint. The evidence from the table 
shows that inflation is close to the target midpoint in 
the vast majority of months. For example, core infla- 
tion was between 1 and 3 percent 96 per cent of the 
time, and total CPI, 78 per cent of the time. 


Table 1 


Inflation Measures and Various Ranges 
Dec. 1995 to Dec. 2002 











Range 

+/-1.5% +/-1.0% +/- 0.7% 
CPI 95 78 oD 
CPIXT 95 71 55 
Core 100 96 75 


Note: The table shows the percentage of time each 12-month measure of inflation fell 
within the specified ranges around a target midpoint of 2 per cent. 


Crawford also shows that, when considering averages 
of inflation rates, the longer the averaging period, the 
narrower the range of inflation rates required to capture 
a given frequency of outcomes. For example, if the 
12-month rates of CPIXT inflation fall within plus or 
minus 1 percentage point of the target midpoint 
roughly three-quarters of the time, then the five- 
year averages of these 12-month rates will fall within 
plus or minus 0.45 percentage point of the target mid- 
point about three-quarters of the time. 


Although the Bank of Canada targets CPI inflation, 
measures constructed using the ratios of broad 
indexes of prices have not varied all that much. Chart 2 
shows that the core price index and the GDP deflator, 





2. In addition to the two measures of inflation that constitute the Bank’s tar- 
get and operational guide, we examine CPIXT because changes in indirect 
taxes tend to be one-off occurrences. 


3. Throughout this article, core inflation refers to the CPI excluding the eight 
most volatile components and the effect of changes in indirect taxes on the 
remaining components. 
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both relative to the CPI, have not varied greatly over 
the past two decades, especially since 1991. 


Chart 3 shows annual growth rates averaged over 
five-year periods for total CPI, core CPI, and the GDP 
deflator. Because the ratios of these major aggregate 
price indexes have not moved by much, all three 
inflation measures stabilized at low levels, just below 
two per cent, during the 1990s.* Thus, given the Bank 





4. Chart 3 shows that the five-year average was down to 2 per cent by 1995 
or 1996, depending on the measures. This is consistent with annual inflation 
having fallen to 2 per cent in the early 1990s. 


of Canada’s commitment to a 2 per cent target for CPI 
inflation, 2 per cent is a reasonable rule of thumb for 
the rate of inflation going forward. (Of course, sub- 
aggregates, such as goods inflation or services inflation, 
can and do behave very differently.) 


Smooth Evolution of Potential 
Output and Implications 
for Real GDP Growth 


Potential output may be thought of as the level of output 
consistent with no change in the inflation rate relative 
to inflation expectations. The combination of a contin- 
ued smooth evolution of potential output and a mone- 
tary policy that targets inflation should contribute to a 
predictable profile for average growth in the Canadian 
economy in the coming years. 


The combination of a continued 
smooth evolution of potential output 
and a monetary policy that targets 
inflation should contribute to a 
predictable profile for average growth 
in the Canadian economy in the 
coming years. 


Real GDP growth versus potential growth 


In the last few years, the extent to which real output 
fluctuates around its potential level has decreased. 
The establishment of clear and appropriate frame- 
works for monetary and fiscal policies has been an 
important factor in this decline. In particular, a monetary 
policy geared to low, stable, and predictable inflation 
has anchored inflation expectations and allowed the 
economy to avoid boom-bust episodes. The Bank of 
Canada changes interest rates to counter demand 
shocks in both directions, thus smoothing both output 
and inflation. Moreover, a high degree of monetary 
policy credibility and a horizon of 18 to 24 months to 
bring inflation back to its target midpoint allow the 
Bank to leave interest rates unchanged in response to 
short-lived relative price shocks without affecting the 
real economy. 


eee 
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Chart 4 shows the historical evolution of real GDP and 
potential output. The output gap, which is the per 
cent difference between real and potential GDP, is 
shown in Chart 5. Since the recession of the early 
1990s, the output gap has for the most part remained 
between plus or minus 2 per cent; in fact, over the last 
four years the gap has varied within a narrower range. 
The relative stability over recent periods contrasts 
with the more volatile output gap observed earlier. 


Chart 4 
Real GDP and Potential Output 
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Potential output 


Chart 6 shows the growth rate of the Bank’s measure 
of potential output, as well as the growth rate of trend 
labour inputs. The difference between the two lines 
represents growth in trend labour productivity. 
Growth in potential output has remained between 

3 and 4 per cent since 1996, and is currently running 
around 3 per cent. 


The outlook for future potential output growth will be 
significantly influenced by demographic develop- 
ments and the effects on labour productivity arising 
from business investment in new machinery and 
equipment. The aging of the Canadian population is 
eventually expected to slow the growth of Canada’s 
labour force and thus to decrease the future growth 
rate of potential output.? These changes, however, are 
expected to take effect gradually; indeed, the most 
significant impact will not likely be seen until beyond 
2011 (Kuszczak and Dion 1997-98).° 


Productivity developments will also play an impor- 
tant role in determining the growth rate of potential 
output in the coming years. Canada has seen an accel- 
eration in the growth rate of GDP per person-hour in 
the last five years: growth in labour productivity 
increased from an average of 1.4 per cent between 
1970 and 1997 to an average of 1.8 per cent between 


Chart 6 
Potential Output and Trend Labour Input 
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5. Immigration policy can also have an effect on labour force growth. 


6. This demographic shift continues to be consistent with Statistics Canada’s 
demographic projections. 
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1997 and 2002. It is likely that productivity growth, 
stimulated in particular by increased investment in 
machinery and equipment and in information and 
communications technology in the late 1990s, will 
remain strong in the near and medium term. In the 
past, however, it has been notoriously difficult to foresee 
when increases in investment spending will affect 
productivity growth (Crawford 2002). This difficulty 
in turn creates some uncertainty about potential output 
growth. 


Overall, the evidence suggests that the average growth 
of potential output in the medium term is likely to 
vary around 3 per cent until the effects of population 
aging on labour force participation take hold in eight 
years or so, and labour input growth starts to fall by 
half. Since potential and actual GDP can be expected to 
move together in the coming years, this suggests that 
3 per cent is a reasonable rule of thumb for average 
real growth in GDP over the next five to eight years. 


Implications for Income 
and Other Nominal Variables 


The two previous sections have implications for the 
growth of nominal variables, such as income and 
nominal GDP. These implications arise from two facts. 
First, nominal GDP is just the product of real GDP and 
the GDP deflator. Second, a number of economic varia- 
bles are a more or less constant proportion of nominal 
GDP. 


Nominal GDP 


Chart 7 shows the five-year average growth rates for 
real GDP, the GDP deflator, and nominal GDP. In recent 
years, low and stable inflation and real GDP growth 
averaging a little above 3 per cent have led to five-year 
average growth rates in nominal GDP of between 

4 and 6 per cent. As inflation is expected to remain 
around 2 per cent on average, projected potential 
output growth of 3 per cent would translate into 
average nominal GDP growth of about 5 per cent over 
the next several years. 


Labour income and profits 


If indirect taxes and the statistical discrepancy are 
excluded, nominal GDP can be divided into labour 
income and capital income, both broadly defined.’ 
Capital income includes not only total profits (including 
profits of government business enterprises in Canada), 





7. In making this calculation, 2/3 of net farm income and net unincorporated 
business income are considered to be labour income, and 1/3 is considered to 
be capital income. 


Chart 7 
Real GDP, Nominal GDP, and GDP Deflator 


Compound annual growth rates, 5-year period 
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excluding the inventory-valuation adjustment, but 
also interest and investment income and capital con- 
sumption allowances. 


The share of labour income shows a very mild down- 
ward trend since 1961, but all of this trend can be 
accounted for by a downward shift in the late 1970s 
(Chart 8). Over the last 25 years or so, the labour share 
has had no discernible trend, varying around 64 per 
cent. Thus, the capital share has also had no discernible 
trend since the late 1970s, varying around 36 per cent. At 
times, the short-run movements of the shares have 


Chart 8 
Ratio of Labour Income to Nominal GDP 
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See under “Labour income and profits,” this page. 
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been significant. In recessions, capital income—in 
particular profits—tends to fall proportionately more 
than labour income, and thus its share can fall signifi- 
cantly. This was particularly evident in the early 1980s 
and 1990s.° The slowdown in economic activity in 
2001 was also associated with a slight decline in the 
share of capital income. 


We would expect both labour income 
and capital income to grow by about 
5 per cent, on average, over the 
medium term. 


When the share of labour income in GDP is unchanged, 
the rate of growth in labour income and capital income 
will be the same as the rate of growth in nominal GDP. 
Thus, when the shares are close to their recent norms, 
we would expect average growth rates over the next 
several years to be close to the projected growth in 
nominal GDP. Since shares are currently close to their 
25-year norms, we would expect both labour income 
and capital income to grow by about 5 per cent, on 
average, over the medium term. 


The 5 per cent growth in labour income can be roughly 
divided into 1 per cent growth in labour input (person- 
hours) and 4 per cent growth in labour compensation 
per person-hour. (It is important to note that some of 
this increase in average labour compensation per per- 
son-hour is the result of a shift in the composition of the 
labour force towards more highly educated, and there- 
fore more highly compensated, employees.) Since 
inflation is expected to be 2 per cent per year, this 
growth represents 2 per cent growth in real compen- 
sation per person-hour (which is warranted by the 
approximate 2 per cent increase in labour productivity).” 


In contrast to the total capital share of income, the 
profit share has had no discernible trend, even over 
the earlier years of this period, continually returning 





8. The increase in the labour share in the early 1990s was exacerbated by 
hikes in payroll taxes. 


9. See Cozier (1989) for a discussion of the historical relationship between 
real wages and labour productivity. 


to around 12 per cent in every decade since the 1960s 
(Chart 9). Again, the absence of trend in the share 
implies that when the current share is close to the 
norm (as currently appears to be the case), a reasonable 
rule of thumb is that profits would grow at the same 
rate as nominal GDP, namely, 5 per cent on average 
over the next several years. 


The expected growth in profits (also referred to as 
earnings) has significant implications for aggregate 
stock market valuations. Unless the aggregate earn- 
ings of companies listed on the Toronto Stock Exchange 
(which, of course, tend to be the largest companies) 
behave significantly differently from profits in the 
economy as a whole, they would not grow at a rate 
much different from 5 per cent per year on average 
over a number of years. (While earnings of individual 
companies might grow by double-digit figures for a 
number of years, it would be very unlikely for this to 
be true for earnings in aggregate.) Under the assump- 
tions that the dividend-to-earnings ratio does not 
change over time, that the discount rate is constant, 
and that the growth of earnings is constant, the divi- 
dend-discount approach to stock market valuation 
(Hannah 2000) predicts that the rate of growth of the 
stock price would equal the growth of earnings. Now, 
all these assumptions are rather heroic, but they do 
provide a useful benchmark against which to judge 
other assumptions or projections of stock prices. 


Chart 9 
Ratio of Corporate Profits to Nominal GDP 
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Note: Corporate profits and nominal GDP have been adjusted. 
See p.19, “Labour income and profits,” for details. 
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Consumption 


There has been considerable variation through time in 
the ratios of personal disposable income to nominal 
GDP, and of consumption to personal disposable 
income. Many of the larger variations in these two 
ratios at short-term to medium-term horizons, how- 
ever, have been in opposite directions (Chart 10).!° 
Thus, the ratio of consumption to nominal GDP, which 
is the product of these two ratios, has been much 
smoother and much more stable than either of them. 
In recent years, this ratio has remained more or less 
constant, at around 57 or 58 per cent.!! With nominal 
income expected to grow by 5 per cent on average 
over the medium term, a reasonable rule of thumb is 
that nominal consumption would also grow by about 
5 per cent on average. Indeed, in recent years, both 
have grown by about 5 per cent (Chart 11). 


Chart 10 
Consumption: Various Ratios 
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10. The two major reasons for these offsetting variations are (i) the absence 
of inflation accounting of interest income (Jump 1980 and Lau 1993), which 
distorts personal disposable income, and (ii) the effect of government fiscal 
balances—increased deficits to finance personal transfers or tax cuts will 
increase the ratio of personal disposable income to GDP, but the ratio of con- 
sumption to personal disposable income will fall because future tax liabilities 
are taken into account by households. 


11. Much of the decline in the ratio of consumption to nominal GDP from the 
early 1960s to the mid-1970s reflected a rise in the ratio of government spend- 
ing on goods and services to nominal GDP. This rise was financed in part by 
increased personal taxes (note the decline in the ratio of personal disposable 
income to GDP until 1970), especially in the absence of an indexed tax 

system. 


Chart 11 
Nominal Consumption and Nominal GDP 


Compound annual growth rates, 5-year period 
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Implications for Long-Term 
Bond Rates 


Real long-term bond rates typically average slightly 
above long-term real growth rates.'* When 30-year 
Real Return Bonds were introduced in Canada, their 
real yields generally remained in the 4 to 5 per cent 
range until late 1996, when it became evident that the 
federal government had made significant progress in 
dealing with its fiscal problems (Chart 12). Subsequently, 
their real yields remained quite close to 4.0 per cent 
for three years, before declining to around 3.5 per cent 
by late 2000. (Part of this last 0.5 percentage point 
decline may reflect the weakness in the world economy 
that began to develop in the latter half of 2000 and has 
continued to the present.) Thus, a useful rule of thumb 
is that real yields would continue to vary around 
3.5 or 4.0 per cent in coming years. 


The difference between 30-year nominal and Real 
Return Bond yields declined to about 2 per cent by 





12. This has tended to be the case in Canada over the last 20 years. Economic 
theory would suggest that the real rate of return on capital would exceed the 
real growth rate of the economy. As long as the risk premium on private 
capital relative to government bonds is not too large, we would also expect 
that the real yield on government bonds would be slightly higher than the 
real growth of the economy. All this is strictly true only in a closed economy. 
In a small open economy, this real interest rate would reflect the world real 
interest rate, which in turn would reflect the real growth rate of the world 
economy. 
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Chart 12 
Real and Nominal 30-year Bond Yields 
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late 1997, reflecting the growing credibility of the 2 per 
cent inflation target, as well as increased credibility in 
fiscal policy. As a result, 30-year nominal bonds have 
tended to vary ina relatively narrow range around 
5.5 per cent in recent years. With credibility in monetary 
and fiscal policy continuing, a useful rule of thumb is 
that 30-year nominal bonds will continue to vary ina 
range around 5.5 or 6.0 per cent. 


With credibility in monetary and 
fiscal policy continuing, a useful rule 
of thumb is that 30-year nominal 
bonds will continue to vary ina 
range around 5.5 or 6.0 per cent. 


Five-year and 10-year bond yields tend to be more 
variable than 30-year yields because the weight of 
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Chart 13 

Benchmark Bond Yields 
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expected short-term interest rates over the first couple 
of years is greater for them than for 30-year yields. But 
they too have been much more stable in the last five or 
six years than in the previous 20 or 25 years (Chart 13). 
It is reasonable to think that a policy of low, stable, 
and predictable inflation will mean that this increased 
stability of yields will continue. 


Conclusions 


Although economic uncertainty is a fact of life, the 
Bank of Canada’s framework of inflation control has 
led to a significant decline in the uncertainty regard- 
ing inflation and other nominal variables. This frame- 
work has also been useful in dampening the volatility 
in real GDP. Combined with a smooth projected path 
for potential output over the next several years, this 
allows for some simple rules of thumb for households, 
businesses, and governments to use in their medium- 
term planning. There are, of course, no guarantees as 
to the accuracy of these rules as forecasts, but they 
should prove useful when applied to averages over 
five years or so. 
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Conference Summary: 
Price Adjustment and Monetary 


Policy 


Robert Amano and Don Coletti, Research Department 


The 2002 Bank of Canada conference opened 
with a memorial lecture honouring our friend 
and colleague, John Kuszczak, who passed 
away in January 2002 following a two-year 
battle with cancer. Professor William Scarth, 
who acted as a mentor and thesis adviser to 
John at McMaster University and remained a 
friend throughout John’s twenty-year career at 
the Bank, thoughtfully shared his recollections of 
John’s student days and his admirable personal 
qualities. He discussed some of John’s research 
as a graduate student, particularly his interest 
in highlighting the macroeconomic importance 
of risk aversion, and reviewed some important 
contributions in the economics literature that 
have explored this broad theme. He also discussed 
some of John’s work at the Bank of Canada as an 
economic forecaster and analyst, specifically, his 
examination of the optimal reserve requirement 
for chartered banks. John is very much missed 
by his friends and colleagues at the Bank of 
Canada. 


he focus of the 2002 Bank of Canada conference 
was price adjustment and its implications for 
monetary policy. Rather than pursuing a 
specific policy question, its aim was to take 


stock of the current state of SONGS on a critically 
important issue for monetary policy. 


Although voluminous research has developed on the 
issue of what determines aggregate price adjustment, 
interest from the academic community has ebbed and 
flowed. The early rational-expectations literature and 
real-business-cycle models of the 1970s and 1980s did 
not include a role for sticky prices and thus down- 
played the importance of monetary policy. In the macro- 
economics literature of the 1990s and 2000s, in contrast, 
there has been general acceptance of the existence of 
price stickiness in goods or labour markets, or both, 
and of the important role that monetary policy can 
play in an economy. The timing was therefore appro- 
priate for a conference that would focus on current 
developments in this area of research, particularly 
within a Canadian context. 


The conference consisted of a memorial lecture, five 
sessions of one or two presentations each, and a closing 
panel discussion. Designated discussants commented 
on each session, and questions were taken from the 
floor. Pierre Duguay, Deputy Governor of the Bank of 
Canada, Gregor Smith of Queen’s University, and 
Michael Woodford of Princeton University were the 
distinguished members of the closing panel. Papers 
ranging from surveys of recent literature to empirical 
studies and theoretical treatments explored several 





1. Titles and full texts of the papers presented at the conference will be pub- 
lished in a volume of conference proceedings later this year. Publication of the 
conference volume will be noted in an upcoming issue of the Review. 
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important themes: alternative sources of inflation per- 
sistence; estimating forward-looking models of inflation; 
the complex issues surrounding price adjustment in 
an open economy, including movements in the 
exchange rate, and their effect on economic behaviour; 
the interaction between wage adjustment, price inflation, 
and real economic outcomes; and the macroeconomic 
effects of technology shocks. 


Session 1: Empirical Models of Price 
Adjustment 


The so-called New Keynesian Phillips curve (NKPC) is 
an approach to understanding price dynamics that 
incorporates sticky prices into profit-maximizing 
models of firm behaviour in which firms form expec- 
tations rationally. In the benchmark NKPC, current 
inflation depends solely on future expected inflation 
and the real marginal cost of production (the ratio of 
marginal cost to price) or detrended output. It thus 
provides no explicit link between current and past 
inflation, which has two related implications. First, 
since lagged inflation plays no role, the persistence of 
inflation will be determined solely by the persistence 
of real marginal cost, a result that is usually insufficient 
to explain inflation persistence. Second, the absence of 
lagged inflation means that inflation will respond 
very quickly to new developments, so that costless, or 
even beneficial, disinflations are possible. This result 
is inconsistent with historical disinflation episodes. 


Sharon Kozicki and Peter Tinsley examine four 
variants of the benchmark NKPC that are designed 
to improve the model’s ability to account for the 
observed persistence of inflation in Canada and the 
U.S. The first extension relaxes the assumption of 
rational expectations. More specifically, some studies 
(e.g., Roberts 1997, 2001 and Gali and Gertler 1999) 
have assumed that a fraction of agents use a simple 
autoregressive structure to forecast inflation. Assuming 
this alternative form for inflation expectations is one 
way to rationalize the inclusion of lags of inflation in 
the benchmark NKPC. A second alternative is to intro- 
duce staggered contracting specifications, using an 
extension of Taylor’s (1980) framework to obtain more 
complicated lag dynamics. A third approach consid- 
ers costs of adjusting prices, inflation, and poten- 
tially, changes in inflation. This extension also admits 
additional lags of inflation into the Phillips curve. The 
final extension allows for a non-zero “perceived target” 
for inflation that could evolve as an additional source 
of inflation stickiness. 


rr ere SSS 


26 BANK OF CANADA REVIEW ® SPRING 2003 


The authors conclude that although shifts in long-run 
anchors of agent expectations contribute “importantly 
to observed persistence in U.S. and Canadian infla- 
tion,” they are clearly not the only source. Models that 
admit additional lags and leads of inflation, such as 
the staggered-contract model, are clearly able to 
explain inflation better than purely forward-looking 
specifications, even after accounting for shifts in the 
perceived target. Discussant Michel Normandin cau- 
tioned that the econometric tests employed were not 
very powerful for discriminating among the various 
specifications and that the results may be sensitive to 
the selection of measures of inflation and the method 
used to detrend output. 


Alain Guay, Richard Luger, and Zhenhua Zhu study 
the sensitivity of previous NKPC estimates to various 
econometric assumptions. Using Canadian data from 
1970 to 2000, they find that previous NKPC estimates 
are sensitive to different assumptions. They propose 
an approach to estimation that has three advantages: 
(i) the asymptotic bias of the coefficient estimates does 
not increase with the number of instruments; (ii) an 
analytical method can be adopted for correcting the 
bias in the estimates of the structural parameters in a 
non-linear model; and (iii) the estimates are invariant 
to the normalization of the orthogonality condition. 
The authors also extend the standard NKPC to the case 
of an open economy and examine various measures of 
real marginal cost. The results suggest that none of the 
NKPC specifications tested in the paper are supported 
by the data. Discussant Jean Boivin presented some 
reduced-form Phillips curves that suggest a statisti- 
cally significant relationship between real marginal 
costs and inflation. He suggested that richer specifica- 
tions of the NKPC model than those examined in the 
paper need to be considered before the NKPC model 
can be rejected. 


Session 2: The Labour Market and 
Price Adjustment 


A well-known fact about labour markets in the United 
States is that employment is much more variable than 
real wages. Michelle Alexopolous examines the ina- 
bility of standard limited-participation models to 
address this issue without relying on unrealistically 
high elasticities of labour supply with respect to real 
wages and high price mark-ups over marginal costs. 
The author embeds an efficiency-wage model in a 
standard limited-participation model with the twist 
that, instead of firing workers who are shirking, firms 


simply do not pay them their quarterly bonus. This 
feature significantly improves the model's ability to 
explain the relative variability of employment and real 
wages. In his discussion, Scott Hendry proposed 
numerous extensions, including the addition of 
labour-market search to the efficiency wages in this 
model. With both frictions in the same model, it 
would be possible to estimate the relative contribu- 
tions of search and efficiency wages to the determina- 
tion of both employment and the real wage. 


Robert Fay and Sebastien Lavoie seek to establish a 
relationship between the duration of labour contracts 
and uncertainty (both uncertainty about the real econ- 
omy and uncertainty about inflation) using data on 
Canadian wage settlements from 1978 to 2001. The 
literature suggests that falling inflation uncertainty 
should be associated with lengthier labour contracts. 
The results from the estimation of a simultaneous 
equation probit model confirm previous findings of 
such a negative relationship between inflation uncer- 
tainty and contract duration. The empirical findings, 
however, do not corroborate theoretical research that 
suggests that uncertainty about the real economy 
plays an important role. The discussant, John Knowles, 
suggested that an explicit accounting for the preva- 
lence of non-indexed contracts is needed before it can 
be concluded that longer labour contracts in Canada 
are the result of reduced uncertainty about inflation. 


Session 3: Price Adjustment and 
Monetary Policy 


Gali (1999) presents an empirical challenge to the real- 
business-cycle literature and modelling strategy. 
Using assumptions similar to those in Blanchard and 
Quah (1989), he finds that the hours-worked variable 
initially falls following a positive technology shock 
and only eventually rises, while the prototypical real- 
business-cycle model implies that this variable should 
rise immediately after such a shock. Gali suggests that 
this decline in hours worked is consistent with the 
predictions of macroeconomic models that feature 
nominal rigidities. 


Christiano, Eichenbaum, and Vigfusson argue that 
Gali’s empirical findings are fragile. Their empirical 
re-examination finds that a permanent positive shock 
to technology leads to a rise in the number of hours 
worked as well as rises in output, average productiv- 
ity, investment, and consumption, and a fall in infla- 
tion. The difference in results can be attributed to the 


underlying statistical model of per capita hours 
worked. The authors assume that hours worked is 
mean-reverting, whereas the previous literature 
assumed that only the change in hours worked is 
mean-reverting. They use statistical tests to argue that 
the preponderance of evidence supports their conclu- 
sion. 


The authors also show that although the technology 
shocks they identify have qualitatively similar effects 
to those implied by the real-business-cycle model, 
these shocks explain only a fraction of overall volatil- 
ity at a business cycle frequency. For example, these 
shocks are responsible for 10 per cent of the cyclical 
variation in output, but account for 23 per cent of the 
cyclical variation in inflation. Technology shocks play 
a much more important role in determining the low- 
frequency component of aggregate fluctuations. 


Discussant Martin Gervais focused on the finding 
that technology shocks account for very little of the 
cyclical variation in output. He contrasts this result to 
earlier work by Prescott (1986) and Aiyagari (1994), 
which concluded that technology shocks accounted 
for about 75 per cent of the fluctuations in real output 
in the post-war period, and concludes that the dis- 
crepancy results from differing definitions of a tech- 
nology shock. Prescott and Aiyagari broadly referred 
to technology shocks as any shock that directly affects 
the production frontier, while Gali and the authors 
limit their discussion to permanent productivity 
shocks. 


Kevin Moran, in his discussion, suggested that alter- 
native artificial data sets be used in experiments that 
test the ability of each of these empirical specifications 
to recognize the alternative possibility. First, a stand- 
ard real-business-cycle model that generates a positive 
correlation between hours worked and technology 
shocks could be used to generate data. Gali’s difference- 
stationary specification could then be applied to these 
data to test whether it recognized the alternative 
possibility. A similar experiment could be run witha 
sticky-price model (which generates a negative corre- 
lation between technology shocks and hours worked) 
and subsequently tested with the level specification. 


Session 4: Small Open-Economy 
Models 


In recent years, considerable research has been devoted 
to New Keynesian, open-economy models, that is, 
multi-country dynamic general-equilibrium models 
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with nominal price rigidities, optimizing agents, and 
stochastic shocks that permit welfare analysis. David 
Bowman and Brian Doyle present a survey of this 
growing area of literature. They review the original 
Redux model (Obstfeld and Rogoff 1995), its implica- 
tions, and some of its extensions, specifically those 
considered qualitatively most important for under- 
standing optimal monetary policy. Static extensions 
they consider include different preferences for domes- 
tic and foreign goods, pass-through from exchange 
rates to domestic prices, and wage stickiness versus 
price stickiness. Discussion of dynamic extensions 
includes stochastic shocks, asset markets, and current- 
account dynamics. The authors then explore the 
implications of producer-currency pricing and incom- 
plete pass-through for optimal monetary policy ina 
single country, as well as the issue of international pol- 
icy coordination. They conclude that more gains have 
been made in conceptual insights, such as under- 
standing the transmission of shocks across countries, 
exchange rate pass-through, and the effects of differ- 
ent pricing rules, as well as how these affect optimal 
monetary policy rules and international policy coordi- 
nation, than in providing empirical verification. 


Frank Smets, the discussant, noted that this class of 
model typically has very little new to say about the 
determination of exchange rates. He pointed to recent 
developments in the literature that could lead to an 
improvement in the model's ability to capture and 
explain movements in exchange rates. In particular, he 
suggested incorporating transportation and distribu- 
tion costs that drive a wedge between movements in 
exchange rates and the fundamentals in the economy 
(Corsetti and Dedola 2002). He also cited the need for 
additional research with stochastic models to better 
understand how risk premiums interact with the macro- 
economy (Obstfeld and Rogoff 1998). 


Session 5: Price-Setting in a Small 
Open Economy 


Gabriel Srour begins his paper by analyzing mone- 
tary policy ina simple, single-period model of a small 
open economy with nominal wage rigidities and 
decreasing returns-to-scale technology. The model’s 
goal is to examine the efficiency of monetary policy in 
various environments on the basis of its ability to 
reproduce the flexible-price equilibrium. 


The alternative cases include: (i) a baseline one-sector 
model with one domestically produced good and one 


foreign-produced good, where all prices are set in the 
world market; (ii) a baseline model to which fixed 
costs of production (a measure of a firm’s degree of 
efficiency) are added, as in Blanchard and Kiyotaki 
(1987); and (iii) a two-sector model composed of pri- 
mary goods whose prices are set exogenously in the 
world market, and traded manufactured goods (which 
have a higher elasticity of substitution with foreign 
manufactured goods than with primary goods). In the 
two-sector model, the author examines the two extreme 
assumptions regarding labour mobility between the 
sectors, i.e., perfect and none, as well as the two cases 
where prices of non-primary goods are set in the 
world market and where they adjust endogenously. 


Srour finds that, in one-sector models, monetary pol- 
icy can reproduce the flexible-price outcome where 
there are no fixed costs but not always in the model 
with fixed costs. In the two-sector model, it can repro- 
duce the flexible-price outcome as long as labour is 
mobile. Monetary policy is unable to replicate the flexi- 
ble-price equilibrium when labour is immobile across 
sectors because it cannot achieve potentially conflict- 
ing goals in two separate labour markets with only 
one instrument. The discussant, Craig Burnside, 
suggested extending the model to allow for a less 
stark analysis of the impact of labour mobility. This 
adaptation could lead to an empirical assessment of 
the issues Srour raises. 


Michael Devereux and James Yetman address the 
issue of exchange rate pass-through. An extensive 
literature covering a range of industrialized and 
developing countries has documented incomplete 
pass-through of exchange rates to consumer prices, 
even in the long run. Recently, considerable debate, 
fuelled in part by the widespread belief that pass- 
through may have declined in the 1990s, has focused 
on the causes of this incomplete pass-through. Some 
explanations include pricing-to-market by imperfectly 
competitive firms (Corsetti and Dedola 2002) and 
domestic content in the distribution of traded goods 
(Corsetti and Dedola 2002; Burstein, Neves, and 
Rebelo 2000). 


The authors develop a simple model of a small open 
economy in which exchange rate pass-through is 
determined by the frequency with which importing 
firms change their prices. These firms choose how 





2. Ina similar vein, Taylor (2000) examines links between monetary policy 
and pass-through of cost changes to prices. 
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often to change prices in response to exogenous 
shocks, comparing the costs of making a price change 
to the losses associated with not changing their prices 
(a decline in the relative price). A higher mean inflation 
rate leads to larger losses from holding prices constant, 
and is therefore associated with more frequent price 
changes and a higher degree of exchange rate pass- 
through. This model implies that there should be a 
positive, but non-linear, relationship between mean 
inflation and pass-through, and a positive relationship 
between exchange rate volatility and pass-through. 
The authors find evidence of this in their sample of 
122 countries. Their results suggest that sticky prices 
are an important factor in determining the average 
rate of pass-through and that a low rate of pass- 
through results at least partly from short-term price 
rigidities. 

Beverly Lapham, in her discussion, focused on the 
need for a better understanding of price-setting 
behaviour so that researchers can use measures of 
exchange rate pass-through that control for other factors 
affecting prices. She also called for additional studies 
at higher levels of industry disaggregation and at var- 
ious stages of production and distribution. The second 
discussant, Jeannine Bailliu, commented on the pol- 
icy implications for emerging markets. She suggested 
that this paper could provide some theoretical and 
empirical support for the largely anecdotal evidence 
from some emerging markets that a large reduction in 
the degree of exchange rate pass-through had accom- 
panied the significant reduction in their inflation rates 
in the 1990s. 


Panel Discussion 


The panellists provided thought-provoking commen- 
tary and interesting suggestions for future research. 
Gregor Smith focused his comments on econometric 
issues, noting in particular that single-equation methods 


and aggregate macroeconomic data may not provide 
enough information to answer many of the ques- 
tions about price adjustment. He cited the Fay and 
Lavoie study as an excellent example of combining 
information sources. Smith also suggested that indus- 
try-level models or models with a strategic element may 
be useful in characterizing price adjustment. In partic- 
ular, he highlighted the importance of paying atten- 
tion to the cross-sectional dimension of industry-level 
data. 


Pierre Duguay thanked the participants for their 
excellent contributions. He agreed with Beverly Lapham’s 
suggestion that more work is required to understand 
the pricing strategy of firms. He announced that the 
Bank of Canada would be undertaking a survey of 
firms, much in the spirit of Blinder et al. (1998), and 
would be directly asking real-world price-setters how 
prices are set. This work is currently underway and is 
expected to be completed in 2003. He expressed reser- 
vations about the applicability of the NKPC model of 
inflation to the Canadian GDP deflator, which is heavily 
influenced by movements in world commodity prices. 
He also encouraged researchers to allow for changes 
in the monetary policy regime in their empirical analysis 
of the inflation process. 


Michael Woodford focused on the importance to 
monetary policy of structural models for determining 
wages and prices. He compared alternative models of 
the aggregate-supply relationship on the basis of the 
degree of inflation inertia that they imply, specifically, 
models of the hybrid NKPC with differing degrees of 
indexation. He showed that the degree of inflation 
inertia has important consequences for determining 
the appropriate stabilization objectives of monetary 
policy, the optimal long-run inflation target, the degree 
to which temporary departures from the long-run target 
should be allowed, and the form of the optimal target- 
ing rule. He concluded by calling for further research 
on the question of whether inflation inertia should be 
regarded as truly structural. 
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Updating the Bank of Canada 
Commodity Price Index 





Todd Hirsch, Research Department! 


he Bank of Canada Commodity Price Index 

(BCPI) summarizes the price movements of 23 

commodities produced in Canada. Informa- 

tion provided by the BCPI is used in analyzing 
movements in GDP, industrial producer prices, infla- 
tion, and the exchange rate. 


This note describes technical changes in the construc- 
tion of the BCPI, including updated weights, minor 
changes in the commodity coverage, and new sources 
of information for the prices of certain commodities. It 
also describes other changes to the BCPI which will 
result in revisions to historical weights and index values. 
Effective May 2003, all data (including the historical 
series) will incorporate these changes. 


Background 


The BCPI is calculated by assigning each commodity 
a specific weight based on the value of its annual 
production and then tracking the movements in its 
U.S.-dollar price. The index is compiled and available 
on weekly and monthly bases.” 


To be included in the index, a commodity must 
account for a significant share of Canada’s resource 
sector based on the value of its production. It must 
also meet the following criteria that loosely define 
a primary commodity: 
¢ the commodity is used for further 
processing 


* it is freely traded in an open market 


* its price is sensitive to changing supply 
and demand conditions, and 





1. Technical assistance was provided by Radu Gabudean and Cristiano 
Papile. 


2. The BCPI is published by the Bank of Canada on its Web site (www.bankof- 


canada.ca) as well as in Table H9 of the Bank of Canada Banking and Financial 
Statistics. 


* it is sufficiently homogeneous and 
standardized 


As a general guideline, commodities must have a 
weight of at least 1 per cent of the total index to be 
included. However, regional considerations and special 
circumstances have prompted some exceptions. Certain 
commodities are included to give a subcomponent 
greater breadth. For example, both silver and corn 
have weights below 1 per cent. Nevertheless, silver is 
included with gold to augment the precious metals 
subindex, and corn is included to give the Ontario 
region an agricultural indicator. 


Changes in Current Weights 


From time to time, the methods used to construct the 
BCPI are reviewed to ensure that the index accurately 
reflects the natural resource sectors of the economy. 
Because prices and demand for commodities shift, 
their relative production weights and economic signif- 
icance also change. 


The BCPI was last updated in 1994, using weights 
based on the value of production from 1982 to 1990. 
The index was also normalized to average 100 over the 
period 1982 to 1990. The new period used to determine 
the current weights for the index will be from 1988 to 
1999. The new time frame was considered long enough 
to capture at least a full economic cycle for most of the 
commodities and recent enough to remain timely and 
relevant. At the time when the new weights were 
being calculated, 1999 was the most recent year for 
which all production data were available. 


In the current update, commodities were each assigned 
a weight relative to the total based on their average 
annual value of production over the 1988 to 1999 period, 
and these new weights will now be used to construct 
the BCPI, starting with the data for the first week of 
January 2000. To obtain the correct measure of price 
change as of that date, it is necessary to adjust the 1988 
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to 1999 value of production weights so that they 
reflect prices in the final week of December 1999 
(i.e., the week preceding the introduction of the new 
weights). These adjusted weights are referred to here 
as “hybrid” weights.° 

As a result of the update to the current weights, only 
four commodities (crude oil, natural gas, lumber, and 
aluminum) experience any significant shift in weight 
(see Table 1). 


The BCPI will remain normalized to 100 over the 1982 
to 1990 period. 


Changes in Composition 


Owing to changes in the production values of com- 
modities over time, the composition of the index must 
be periodically reassessed to ensure that it is current 
and accurate. For example, the weights for two tradi- 
tional components of the BCPI (cod and sulphur) would 
have fallen below 0.1 per cent if they had continued 
in the index. They were therefore removed from 
the BCPI, starting with the data for the first week of 
January 2000. Shrimp and crab production have 
increased in value, however, and have therefore been 
added. 


With the addition of shrimp and crab, the fish com- 
ponent of the index now has a weight of 1.23 per cent. 
Although all of its four constituents (salmon, lobster, 
shrimp, and crab) have individual weights of less than 
1 per cent, all four fish commodities are included to 
give Atlantic Canada some non-energy representation 
in the index. The addition of shrimp and crab gives 
the fish component four commodities rather than two, 
increasing its breadth. 


New Pricing Sources 


The BCPI uses U.S.-dollar market prices whenever 
available. A number of new sources have been incor- 
porated in the BCPI revisions beginning January 2000. 
U.S.-dollar prices for natural gas will be drawn from 
the futures market on the New York Mercantile 
Exchange (NYMEX). U.S.-dollar prices for cattle and 
hogs will be sourced from the U.S. Department of 
Agriculture (as reported in the Wall Street Journal). 
Salmon prices will be taken from Urner Barry’s Seafood 
Prices—Current. 





3. The method used to construct the new hybrid weights is analogous to the 
method used by Statistics Canada when new weights are introduced for the 
Consumer Price Index. For a full discussion of this method, refer to Statistics 
Canada, Consumer Price Index Reference Paper, Cat. 62-553 occasional, 

chapter 7, p. 59. 


Table 1 
Weights of Commodities in the BCPI 














Commodity Weights Weights Weights 
for for beginning 
1972-907 1991-99 January 2000° 
ENERGY 37.85 34.24 33.93 
Coal 2.38 2.61 1.84 
Crude oil 22.92 24.64 21.40 
Natural gas 12.54 7.00 10.69 
FOOD 21.34 17.18 16.76 
Grains & Oilseeds 9.69 6.85 5.86 
Barley 139 1.16 0.66 
Canola HeSis} LZ 25 
Corn 0.79 0.72 0.54 
Wheat 6.18 3.80 3.42 
Livestock 9.85 9.73 9.67 
Cattle 6.70 6.89 7.87 
Hogs Sls 3.16 2.79 
Fish 1.80 0.60 123 
Crab - - 0.25 
Lobster 0.60 0.27 0.49 
Salmon 0.60 0.26 0.35 
Shrimp ~ - 0.15 
Cod 0.60 0.07 - 
INDUSTRIAL MATERIALS 40.81 48.58 49.31 
Forest Products 24.79 30.58 33.36 
Lumber 9.08 8.16 13.58 
Newsprint 8.20 8.49 7.70 
Pulp 7.52 13.93 12.08 
Metals 13.80 15.45 14.29 
Aluminum 3.45 2.92 5.02 
Copper 3.00 3.70 2.04 
Gold 1.88 2.68 2.30 
Nickel pes} 2.68 2.39 
Silver 0.81 0.35 0.32 
Zinc 2.33 3.12 023 
Minerals pw 255 1.66 
Potash 37, 1.50 1.66 
Sulphur 0.84 1.05 - 


Pe 


Based on 1976-87 values of production. 

1982-90 production weights adjusted to reflect prices in the last week of December 1990 
(ie., the week preceding the introduction of the new weights). May not total 100 due to 
rounding. 


Si 


2 


1988-99 production weights adjusted to reflect prices in the last week of 
December 1999. May not total 100 due to rounding. 


Other Changes Affecting BCPI 
Historical Values 
In each of the previous two revisions of the BCPI (1987 


and 1994), all historical values of the index were 
revised using the newly calculated weights.* This 





4. Thus, prior to the current revisions, all BCPI historical data were based on 
(non-hybrid) weights calculated from the average values of production over 
the period 1982 to 1990. 
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practice is now being changed. Weights for all historical 
data will now be replaced with weights based on the 
value of production from years closer to those specific 
time periods. 


For the period 1991 to 1999, the BCPI is now calculated 
using hybrid weights based on the value of produc- 
tion from 1982 to 1990 (similar to the procedure used 
to construct the weights applied as of January 2000). 


As well, BCPI weights for the period 1972 to 1990 have 
been recalculated based on the value of production 


from 1976 to 1987 (i.e., the weights of the original BCPI 
that were calculated in the late 1980s). 


The new weights for the periods 1972 to 1990 and 1991 
to 1999 also appear in Table 1. While the application of 
the new weights results in revisions to all historical 
values of the BCPI, the revisions are relatively minor. 
The trends in the BCPI are left substantially unchanged 
by the changes in weights, and the average level of the 
revised index is only 0.13 percentage points higher 
than the average level of the previously published 
BCPI over the period 1972 to 2002. 


rrr 
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Speeches 


Introduction 


Canada’s economic policy framework is protecting the economy from both persistently high inflation and the 
threat of deflation. That was the message delivered by Governor David Dodge to the Speakers Forum in 
Toronto on 29 January 2003. In a subsequent speech to the Italian Bankers Association on 18 March Governor 
Dodge reiterated that the best way to promote sustained economic growth in the global economy is for national 
authorities to stick to an economic policy framework that has proven its worth. Both speeches are reproduced 
in full in this issue of the Review. 


Other speeches given by the Governor in the past several years can be found on the Bank’s Web site at: 
<http://www. bankofcanada.ca> and include: 


23 April 2003 Opening statement for the release of the Monetary Policy Report 


7 April 2003 Remarks by David Dodge, Governor of the Bank of Canada, to the 
Canadian Council of Chief Executives, Washington, D.C. 


12 March 2003 Remarks by David Dodge, Governor of the Bank of Canada, at the 
Website Awards Event, Central Banking Publications and Lombard Street 
Research, London, England 


Remarks by David Dodge, Governor of the Bank of Canada, to the 
Canada-UK Chamber of Commerce, London, England 


23 January 2003 Opening statement for the release of the Monetary Policy Report Update 


cn 
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Monetary Policy: Meeting the 
Challenges of an Uncertain World 





Remarks by David Dodge 
Governor of the Bank of Canada 
at the Speakers Forum 


Toronto, Ontario 
29 January 2003 


want to talk today about some of the uncertain- 

ties surrounding Canada’s economic prospects 

and how the Bank of Canada is dealing with 

them through its conduct of monetary policy. In 
particular, I’ll discuss what’s happening to prices in 
the economy and how Canada’s macroeconomic pol- 
icy framework protects it from the risks of persistent 
inflation or deflation. Finally, I will update our out- 
look for the Canadian economy. 


Two weeks ago, I was in Basel, Switzerland, for one 
of our regular meetings at the Bank for International 
Settlements. This meeting, as well as others during the 
past year, was particularly interesting for Canadians. 
Other participants always ask us, “How come you 
Canadians are doing so well, when the rest of us seem 
to be struggling?” 


We have been telling them that one of the reasons why 
Canada has been less affected by the recent worldwide 
economic slowdown is that we made extraordinary 
efforts during the 1990s to get our macroeconomic 
framework—that is, our monetary and fiscal policies— 
right. We all know it was painful to adjust to free trade 
and to conquer inflation in the early 1990s, and to 
eliminate public sector deficits over that decade. Canada 
paid an economic price for those efforts during the 
1990s. But they are now yielding clear economic divi- 
dends. 


Of course, we’ve also had some good luck. We are less 
exposed to sectors that are struggling the most. But 
Canada’s economic strength during the past two or 
three difficult years for the world economy reflects, for 
the most part, the fact that Canada stuck to its basic 


policy framework. As we move forward, this under- 
scores the importance of maintaining that frame- 
work—especially now, when the near-term world 
economic outlook is not strong, and the geopolitical 
climate is uncertain. 


With all this economic uncertainty, it is not surprising 
that we hear concerns these days about both the risks 
of accelerating inflation and the risks of deflation. 


I think it is important to place these concerns into 
some context, so that Canadians can better understand 
the risks and implications of price shifts in the econ- 
omy. That is why I’m going to concentrate most of my 
comments today on this subject. After all, the goal of 
the Bank of Canada’s monetary policy is to maintain 
low, stable, and predictable inflation. 


For over a decade, following a joint agreement with 
the federal government, the Bank has operated with a 
system of inflation targets. We aim to keep the trend of 
consumer price inflation at the 2 per cent midpoint of 
a 1 to 3 per cent range. Because we have managed to 
keep inflation inside the target range through most of 
the past decade, Canadians’ expectations for inflation 
have become firmly anchored around the 2 per cent 
target. 


Canada’s inflation-targeting 
framework operates symmetrically; 
that 1s, we minimize the chances of 
both a sustained upward drift in 
inflation and the threat of deflation. 


Right off the top, let me assure you that the Bank of 
Canada will continue to pursue a monetary policy 
focused on returning inflation to that 2 per cent target, 
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should it deviate in either direction. Canada’s inflation- 
targeting framework operates symmetrically; that is, 
we minimize the chances of both a sustained upward 
drift in inflation and the threat of deflation. 


Recently, rates of inflation in Canada have come in 
higher than expected. At the same time, a weak global 
economic environment, the huge drop in equity 
prices, and declines in the prices of some manufac- 
tured goods are raising fears of deflation in other 
countries. Let’s look at both these risks. 


The Upside Risk: Inflation 


First, let’s consider the upside risk of accelerating 
inflation. It has been more than a decade since Canada 
has experienced prolonged high inflation. Since the 
targeting system was put in place, both the trend of 
inflation and inflation expectations have come down 
to near 2 per cent and stayed there. 


Many of the relative price movements 
churning the current inflation 
= 
numbers will likely prove to be 
temporary. But the recent pattern of 
persistently higher-than-expected 
rates of inflation, together with other 
signs of capacity pressures, may be 
indicating that our economy 1s 
operating closer to capacity than the 
Bank had previously thought. 


In recent months, CPI inflation has risen substantially, 
for several reasons. We’ve seen higher oil and gas 
prices, higher home and auto insurance premiums, 
higher tobacco taxes, and, in Ontario, higher electric- 
ity prices. There has also been the “echo effect” of tem- 
porary price discounting in late 2001, following the 

11 September terrorist attacks. 


At the same time, stronger demand in Canada has 
been pushing up prices in some sectors, such as hous- 
ing and some services. These pressures are starting to 
show up somewhat more broadly in the CPI data; and, 
without offsetting declines in other components of the 
CPI, these pressures are having an impact on all our 


measures of trend inflation. This suggests to us that 
demand conditions may be strong enough now to 
make it easier to raise prices and widen profit mar- 
gins. 

The Bank’s policy aims to maintain totaL CPI inflation 
at 2 per cent, or to return it to that point within 18 to 
24 months. With that horizon in mind, we need to look 
through any short-term volatility—and there’s been a 
lot of short-term volatility in recent months. Mostly, 
we do that by focusing on our measure of core infla- 
tion, which excludes the eight most volatile compo- 
nents of the CPI, as well as the effect of changes in 
indirect taxes on the remaining components. 


Of course, any measure of core or underlying inflation 
won't perfectly predict future inflation. We also look 
carefully at what is happening to individual CPI com- 
ponents, to gauge the size and persistence of any price 
changes. So, for example, recently we have spent a lot 
of time examining the factors driving the prices of 
electricity, insurance, and some foods. 


Many of the relative price movements churning the 
current inflation numbers will likely prove to be tem- 
porary. But the recent pattern of persistently higher- 
than-expected rates of inflation, together with other 
signs of capacity pressures, may be indicating that our 
economy is operating closer to capacity than the Bank 
had previously thought. 


The Downside Risk: Deflation 


Let me now turn to the potential downside risk on the 
price front—deflation, which is a persistent decline 
over time in the average prices of goods and services. 


We have all heard a lot about the toll that deflation has 
taken on Japan. In some other countries, including the 
United States, concerns about deflation have also 
arisen because prices for goods have been falling. 
Their economies have been operating below capacity, 
and the resulting output gap is putting downward 
pressure on prices. 


Why is the possibility of falling prices so worrisome? 
Well, when North Americans think of “deflation,” 
they usually think of the 1930s and the terrible eco- 
nomic and social consequences of the Depression. 
Back then, deflation was the result of a spectacular 
drop in demand. 


That kind of deflation can lead to a vicious circle of 
declining profits and share values, increased debt bur- 
dens, business bankruptcies, lower investment, and a 
further weakening of demand. The goal of macroeco- 
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nomic policy should be to avoid this type of situation. 
It is precisely for this reason that Canada’s inflation- 
targeting framework operates symmetrically. 


But weak demand isn’t the only thing that may pull 
down prices. A drop in prices that is triggered by 
increased productivity would not harm an economy, 
because the higher productivity would boost profits, 
stimulate business spending, and improve real 
incomes. 


With that in mind, let’s look at what has been happen- 
ing to prices around the world. In many of the world’s 
biggest economies—Japan being the exception—infla- 
tion has been averaging around 2 per cent. That’s low 
by historical standards, but still well above zero. In 
some of these economies, as I’ve mentioned, the prices 
of goods are actually falling. But much of that drop has 
come about as a result of higher productivity. 


Productivity growth has been more concentrated in 
goods-producing industries. That is why we see sharp 
divergences in goods and services prices. In the 
United States, for example, over the past year, goods 
prices—based on the core measure of inflation—fell 
11/2 per cent, while services prices rose by about 

31/2 per cent, resulting in an overall core inflation rate 
of about 2 per cent. A similar scenario is playing out in 
the United Kingdom. 


If technological advances and productivity growth 
cause lower goods prices, profitability in the goods- 
producing industries will be preserved, wages and 
salaries can increase, and there will be no adverse 
effects on total employment and spending. 


In Canada, goods prices are rising more slowly than 
services prices. However, we’re not seeing actual 
declines in the overall price of goods. Although this 
may have something to do with structural differences 
in our economy, fundamentally it reflects the fact that 
domestic demand in Canada is stronger than in the 
United States, and our economy is operating closer to 
capacity. 

Here is some of the evidence we have to date to sup- 
port this view. Capacity utilization among Canadian 
goods producers is getting close to the point where 
production constraints start to emerge. In some sec- 
tors, businesses are reporting shortages of skilled 
labour. And profit margins for consumer-related 
industries trended up through the first three quarters 
of 2002. All of this suggests that most goods prices in 
Canada are not being discounted because of weak 
demand, as appears to be the case in the United States. 


Moreover, Canadian corporate balance sheets are 
improving and are, indeed, in relatively good shape 
compared with those in other countries. 


As we go forward, the Bank will be 
acting to prevent the current high 
headline inflation rates from feeding 
into expectations and to return 
inflation to the 2 per cent target. We 
will also be assessing all measures of 
capacity pressures in the economy. 


Symmetrical Monetary Policy 
Minimizes the Risk 


So, those are both sides of the price picture. I’ve laid 
out for you some of the factors that are moving prices 
at home and abroad. Now, I'd like to spend some time 
explaining how Canada’s monetary policy framework 
reduces the risk of both persistent inflation and per- 
sistent deflation. 


As I said before, Canadian monetary policy acts ina 
symmetrical manner—that is to say, we pay equal 
attention to any significant movement in inflation, 
whether above or below the 2 per cent target. We 
respond to shocks that would push inflation trends 
away from that target. For example, following the 

11 September 2001 terrorist attacks, we quickly and 
ageressively cut our policy interest rate to shore up 
confidence. Then, in the spring of 2002, evidence 
started to build that demand was growing faster than 
the economy’s potential. So, even though this was not 
yet showing up in prices, we raised our key policy 
rate three times between April and July, by a total of 
three-quarters of a percentage point. 


Last fall, when inflation was rising, we refrained from 
raising rates because we expected that global eco- 
nomic weakness would restrain total demand for 
Canadian goods. 


As we go forward, the Bank will be acting to prevent 

the current high headline inflation rates from feeding 
into expectations and to return inflation to the 

2 per cent target. We will also be assessing all measures 
of capacity pressures in the economy. 
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The Outlook for the 
Canadian Economy 


And this brings me to the Bank’s economic outlook for 
the next 18 months or so. While Canada’s economy 
has outperformed those of our major trading partners, 
our prospects are still very much influenced by devel- 
opments abroad. After all, we sell to the world. So let 
me start with the external outlook. 


Since last summer, we have been worried about finan- 
cial headwinds and geopolitical uncertainty and their 
effect on global demand. 


In our Monetary Policy Report Update that we just pub- 
lished, we said that global economic prospects may 
have weakened further in the first half of the year. 
However, we continue to expect global economic 
growth to pick up in the second half of the year and 
into 2004. 


We also expect that risk premiums in financial mar- 
kets will continue to decline, which should further 
improve the environment for business investment 
later this year. 


But on the geopolitical front, the possible outbreak of 
war in the Middle East remains the great uncertainty. 
Let me outline the implications of some of the scenar- 
ios we face. A negotiated early resolution of the stand- 
off in Iraq, or even a short, decisive conflict, could 
reduce geopolitical tensions fairly quickly. But a pro- 
longed war would make the world economic outlook 
even more uncertain and would hurt business and 
consumer confidence. In the case of a war, oil supplies 
might be disrupted, which would lead to higher oil 
prices, further restrain global economic activity, and 
raise total CPI inflation around the world. 


I would note, however, that higher oil prices would 
raise the value of Canada’s oil and gas exports. Finally, 
a prolonged war could boost U.S. government spend- 
ing and, hence, U.S. demand. 


Of course, we don’t know how the situation in the 
Middle East will be resolved. So, we have made an 
assumption that the related uncertainties will dissi- 
pate in the second half of 2003. Our projections for the 
global and Canadian economies are based on this 
assumption. 


So, let me now turn to the Canadian outlook. After 
growing significantly faster than potential during the 
first half of 2002, Canada’s economy slowed to a 
growth rate close to potential in the second half of the 
year. Even with this slowdown, the level of demand 


has remained near capacity since the middle of last 
year. 


As we look forward, we foresee below-potential 
growth in the first half of the year. But we anticipate 
increased demand pressures in the second half of 2003 
and into 2004, as global uncertainties diminish. How- 
ever, with an appropriate reduction in the amount of 
monetary stimulus, we see the level of output remain- 
ing close to capacity during 2003 and into 2004. 


Let’s remember that the stance of 
monetary policy remains stimulative. 
To return inflation to the 2 per cent 
target over the medium term, we will 
need to remove some of the stimulus. 
In other words, we will need to 
raise interest rates. 


As I said earlier, recent inflation rates have come in 
somewhat higher than expected. This reflects certain 
one-off price increases, such as higher insurance pre- 
miums, but also some broadening of price pressures 
as a result of stronger demand. 


The one-off factors will hold the core rate of inflation 
well above the 2 per cent target in the first half of this 
year.’ In the second half and into 2004, we expect the 
core rate to ease, as the effect of the one-off factors 
diminishes and the removal of monetary stimulus 
keeps demand pressures in check. 


The outlook for total CPI inflation this year will con- 
tinue to be importantly affected by developments in 
crude oil prices. With oil and gas prices where they are 
now, we could see CPI inflation rates between 4 and 
4.5 per cent in the first quarter. If oil and gas prices 
decline in the second half, as futures prices suggest 
they will, then total CPI inflation would move back 
down in line with core inflation. 


Let’s remember that the stance of monetary policy 
remains stimulative. To return inflation to the 





1. In December, core inflation moved down to 2.7 per cent, largely reflecting 
rebates for electricity in Ontario. But this is expected to be reversed in Janu- 
ary. Indeed, what we take from the December numbers is a continuation of 
recent price trends. So, inflation is projected to be above the 2 per cent target 
for the rest of this year. 


_—— —__ Orrerrrrrawawawsraerer————————— SSeS 


40 BANK OF CANADA REVIEW ® SPRING 2003 


2 per cent target over the medium term, we will need 
to remove some of the stimulus. In other words, we 
will need to raise interest rates. 


A number of elements will come into play in deter- 
mining the pace at which we will reduce monetary 
stimulus. Let me reiterate them. First, although much 
of the recent run-up in inflation was the result of spe- 
cial factors, we can’t rule out the possibility that 
demand pressures are becoming more prominent. So, 
we will watch these pressures carefully. Second, the 
Bank must guard against the risk that inflation above 
the 2 per cent target might lead to an increase in infla- 
tion expectations. These, too, we will monitor closely. 
Third, the confidence of investors and financial mar- 
kets has improved but remains fragile because of geo- 
political and world economic uncertainty. We will be 


watching credit and financial market developments to 
gauge the climate for business investment. Fourth, the 
way in which events in the Middle East unfold could 
affect demand and inflation, globally and in Canada. 


OK OK 


To conclude, let me repeat that this is not an easy time 
to predict the course of the global economy. But Can- 
ada’s economy, while feeling the impact of world 
uncertainties, is showing sustained strength. That 
strength reflects the extraordinary work Canadians 
have done in creating and maintaining a sound macro- 
oeconomic framework. I can assure you that monetary 
policy, as a key part of that framework, will continue 
to serve Canadians well in meeting the challenges of 
an uncertain world. 


—_————_—— ee er 
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The Benefits of Sound 


Economic Policies 





Remarks by David Dodge 
Governor of the Bank of Canada 
to the Italian Bankers Association 
Rome, Italy 

18 March 2003 


t is truly a pleasure for me to visit this magnifi- 
cent and historic city. I certainly appreciate the 
opportunity to speak to your association today. 


Canada and Italy share many similar character- 
istics. We both belong to the G-7, and we are among 
the smaller members of that group. Our two econo- 
mies vary greatly from region to region, both in terms 
of structure and strength. Overcoming these regional 
disparities is one of the great challenges we both face. 
After the serious inflation problems of the 1970s and 
early 1980s, Canada and Italy are now enjoying the 
benefits of a low-inflation environment. And we both 
trade a great deal with a large partner—in our case, 
with the United States, in your case, with the rest of 
the euro zone. We in Canada and you in Italy have 
recently taken steps to overhaul our tax systems, and 
we both face the challenges of an aging population. 


Given our similarities, there is clearly much we can 
take from each other. What I would like to do today is 
talk about some of the lessons that we in Canada have 
learned about economic policy in recent years. 


The “Four Legs” of Economic Policy 


During the 1980s, a consensus began to take shape 
among OECD countries on a set of economic policies 
that would provide the strongest base for sustained 
economic growth. There are four principles involved 
in this consensus. I like to think of them as the four 
legs of a chair. Just as a chair is steadiest when all of its 
legs are the same length, policy-makers can get the 


best results by paying equal attention to all four prin- 
ciples. And when one of the legs starts to weaken, the 
best way to restore stability is to build that leg back 
up, not to cut down the other three. 


Without Canada’s commitment to the 
OECD's “four legs” of sound 
economic policy, our recent 
performance would no doubt have 
been poorer. 


Over the past decade or so, Canadians spent a great 
deal of effort putting the four elements of this frame- 
work into place. It certainly was not easy. It involved a 
fair bit of short-term economic pain. But the phrase 
“short-term pain for long-term gain” is more than just 
a cliché. Canada is now reaping the economic benefits 
of this effort. 


Of course, part of the reason for our recent good per- 
formance is the basic structure of our economy. For 
example, the current global economic uncertainties 
are having their greatest effect on large, multinational 
firms. But Canada's economy consists more of small 
and medium-sized enterprises. As well, while the 
hard-hit technology sector has become an increasingly 
important part of the Canadian economy in recent 
years, it still represents a smaller share of our econ- 
omy, compared with, for example, the United States. 


But good fortune is only part of the story. Without 
Canada’s commitment to the OECD’s “four legs” of 
sound economic policy, our recent performance 
would no doubt have been poorer. 


So, what are the “four legs” of the OECD consensus? 
The principles that I am referring to deal with mone- 
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tary policy, fiscal policy, trade liberalization, and 
structural reform. 


I will spend a few minutes on each of these, drawing 
on Canada’s experience in recent years. 


This inflation-targeting system has 
been very effective in promoting low, 
stable, and predictable inflation in 
Canada. 


Let me start with the one that relates most directly to 
the Bank of Canada’s primary responsibility—mone- 
tary policy. The OECD consensus holds that price sta- 
bility is the appropriate goal for monetary policy over 
the medium term. In Canada, we try to achieve this 
goal through an inflation-targeting framework. The 
Bank of Canada reached an agreement with the fed- 
eral government and introduced this policy in 1991. 
Under that agreement, we aim to keep inflation, as 
measured by the consumer price index (CPI), at the 

2 per cent midpoint of a 1 to 3 per cent target range 
over the medium term. 


We have found that this inflation-targeting system has 
been very effective in promoting low, stable, and pre- 
dictable inflation in Canada. Following a period of 
higher and more variable inflation in the 1970s and 
1980s, the inflation-control targets have helped to 
anchor monetary policy. After the agreement came 
into effect, inflation quickly fell into the target range. 
Subsequently, inflation expectations have become 
focused on the target, helping to promote sustained 
economic growth. 


Here in Italy, the inflation-targeting monetary author- 
ity is the European Central Bank (ECB). Italy’s recent 
inflation record is certainly favourable. But there is a 
slight difference in the approaches of the ECB and the 
Bank of Canada that I will mention. At the Bank of 
Canada, we explicitly run monetary policy in a sym- 
metric way around our 2 per cent target. The ECB’s 
only explicit commitment is to keep inflation below — 

2 percent. 


There are always challenges to operating a single 
monetary policy in a country with diverse regions. 
As I said earlier, Canada, like Italy, has several regions 
with different economic structures. The ECB faces the 


even more daunting challenge of conducting mone- 
tary policy for an entire continent! But the important 
point I want to make here is that both the ECB and the 
Bank of Canada are determined to keep price stability 
as the medium-term policy goal. That is the first of the 
four legs. 


The second leg of the consensus has to do with fiscal 
policy. In the years leading up to the mid-1990s, pro- 
vincial and federal governments in Canada were in 
the habit of running budget deficits. These deficits 
built up as governments continued to borrow, prima- 
rily to finance current consumption. It was an unsus- 
tainable situation, made more serious by our aging 
population. Clearly, social spending had to be put ona 
viable long-term course. And so fiscal policy needed 
to be based on a plan for putting the ratio of public 
debt to GDP on a steady downward track. 


In Canada’s experience, this was a difficult hurdle to 
overcome. The fiscal consolidation of the 1990s was 
painful. I was the federal Deputy Minister of Finance 
at the time, and I can tell you that many difficult and 
unpopular decisions had to be taken. Equally impor- 
tant, the provinces had to make hard choices as they 
reduced their public spending and restored their fiscal 
health. But as difficult as those years were, waiting 
would only have made matters worse. 


Now, here’s the good news: the vicious circle of rising 
deficits and debt has become a virtuous circle of bal- 
anced budgets and falling debt. Reducing the deficit 
in the 1990s helped Canada’s international credibility. 
And this led to a reduction in the risk premium 
demanded by international investors. The fiscal 
improvement meant that the Bank of Canada was able 
to lower interest rates more easily when economic cir- 
cumstances warranted. Not only did the lower inter- 
est rates reduce debt-servicing costs, they also 
stimulated economic growth, which brought in more 
revenues for the government. The extra revenue and 
lower debt-servicing costs, in turn, led to an even bet- 
ter fiscal position. Canada’s total government surplus 
at the end of 2002 represented just over 1 per cent of 
GDP, which does not include the surpluses in public 
pension plans. 


Last month, Finance Minister John Manley announced 
a fifth consecutive surplus in the federal budget and 
projected that the budget will continue to be in a bal- 
anced position or better for the next three years. The 
budget maintained the fiscal planning framework of 
previous years. That framework includes a $3 billion 
contingency reserve, which is used to reduce debt if 
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it is not needed for other purposes: It also includes 

$1 billion in the 2003-04 budget year for additional 
economic prudence, and $2 billion in the following 
year, as further assurance that Canada won't fall back 
into a deficit position. Not only have we reduced the 
debt-to-GDP ratio, but the federal government has 
paid down almost $50 billion of debt. This has led to 
the restoration of Canada’s Triple-A credit rating and 
has freed up about $3 billion of resources every year 
for the federal government. The main point is that 
while the initial work of fiscal consolidation is certainly 
difficult, it is necessary in order to enjoy the fiscal 
dividends later on. 


While the initial work of fiscal 
consolidation ts certainly difficult, it 
is necessary in order to enjoy the 
fiscal dividends later on. 


The third leg of the consensus deals with trade liberal- 
ization. Countries need freer international trade to 
exploit the gains that come from increased specializa- 
tion, enhanced productivity, and greater competitive- 
ness. 


Canada’s recent experience in this area first involved 
signing the Canada-U.S. Free Trade Agreement, which 
came into effect in 1989. In 1994, Mexico joined the 
group through the North American Free Trade Agree- 
ment (NAFTA). Both of these agreements sparked a 
great deal of domestic political controversy. But they 
also opened markets and created tremendous oppor- 
tunities. Canada’s exports have flourished as a result. 


But freeing up trade means more than setting up 
regional free-trade blocs, such as NAFTA and the 
European Union. Canada is hoping to see meaningful 
progress at the World Trade Organization’s Doha 
round of multilateral talks. Clearly, agriculture is 
going to be a major hurdle. The developed countries, 
including all of us in the G-7, have a considerable way 
to go in terms of liberalizing agricultural trade. And 
a number of other sectors will also require a major 
effort. This effort must be made so that the global 
economy can benefit. It won’t be easy, but in the long 
run, it will be worth it. 


The fourth policy leg has to do with structural reform. 
These adjustments are always difficult because 
reforms will affect various groups in differing and 
often painful ways. Further, the economic benefits of 
the increased flexibility may take a fairly long time to 
emerge. But these difficulties should not sway us from 
the task of reducing rigidities and increasing efficiency 
so that our economies can better adjust to a rapidly 
changing world. 


Canada has made some progress in a number of areas. 
The federal government has made changes to its 
system of unemployment insurance, trying to base the 
program more on insurance principles and to improve 
the employability of labour. Canada has also taken 
steps to reduce distortions in the personal income tax 
system and has implemented a goods and services tax 
to replace the outdated tax on manufacturers. 


More recently, we made some major changes to our 

public pension system. The Canada and Quebec Pension 
Plans were established in 1966 using a “pay-as-you- 

go” system. But changing demographics put pressure 
on the plans, as they are doing in Europe. By 1996, the 
federal and provincial governments agreed to changes 
that would put the Canada and Quebec Pension Plans 
on a firmer footing. This meant some restructuring of 
benefits and a sharp increase in contributions—moves 
that were not popular, but they were certainly necessary. 


The Canada and Quebec Pension Plans now generate 
surpluses that represent almost 1 per cent of GDP. 
These are set aside in special funds that cannot be 
touched by governments for general use. Indeed, the 
federal and provincial governments agreed to set up 
the Canada Pension Plan Investment Board, an 
entirely independent body. Its sole mandate is to 
invest the contributions in markets, in order to gener- 
ate the best possible returns, with due consideration 
for prudence, over the long term. I should also point 
out, because the Canadian and Italian systems are dif- 
ferent, that all public sector employees in Canada 
belong to pension plans that are fully funded. 


I know that you in Italy are struggling with pension 
reform, and I know how difficult the issue is. But such 
reforms are important, and I wish you well in your 
efforts. The challenges you are facing serve to high- 
light the fact that implementing the fourth leg of the 
OECD policy consensus is not easy. But we must all 
continue to make progress and not lose sight of the 
four principles. 
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The payoff that Canada is now seeing gives me confi- 
dence in the value of the OECD consensus. Despite the 
global economic slowdown, despite the collapse of the 
share prices of many technology firms, despite the 
effects of the September 2001 terrorist attacks against 
the United States, and despite the corporate govern- 
ance and accounting concerns, Canada’s economy has 
remained strong. And most forecasters expect us to 
lead the G-7 in economic growth again this year. 


Given all the uncertainty in the 
global economy, it is more important 
than ever that national authorities 
around the world stick to this policy 
framework. 


Given all the uncertainty in the global economy, it is 
more important than ever that national authorities 
around the world stick to this policy framework. It is 
only by staying the course that we can establish a 
steady base for sustained growth over the long term. 


Canada’s Economic Prospects 


Let me now give you the Bank of Canada’s views on 
the state of the Canadian economy and the outlook. 
First, a bit of history. Following the 11 September 2001 
terrorist attacks in the United States, the Bank of Canada, 
like other major central banks, moved quickly and 
ageressively to cut its policy interest rate to shore up 
confidence. That dramatic monetary policy action 
helped a great deal. By the spring of 2002, it became 
evident that our economy hadn’t been knocked off 
track by the events of 11 September. Indeed, evidence 
was starting to build that the economy was growing 
faster than its production potential, taking up the 
remaining small amount of economic slack. So, we 
raised our key policy rate three times between April 
and July, by a total of three-quarters of a percentage 
point. 


But by late last summer, we were seeing the effects of 
financial headwinds, geopolitical uncertainties, and 
continued weakness in the global economy. These fac- 
tors remained in play through the autumn. As a result, 
we refrained from raising interest rates, even though 
inflation was accelerating. 
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Our initial analysis was that this increase in inflation 
would be temporary. However, both core and total CPI 
inflation remain well above target. This reflects the 
impact of higher-than-expected prices for crude oil 
and natural gas, continuing increases in auto insurance 
premiums, and price pressures in certain sectors, such 
as housing, food, and some services. The higher inflation 
also suggests an underlying firmness in the price- 
setting environment. In other words, relative price 
increases wouldn’t be pushing up trend inflation if 
there was not sufficient demand. 


Indeed, final domestic demand—especially household 
spending—has remained robust. However, economic 
growth in Canada moderated in the final three months 
of 2002, largely because of weaker exports—most 
notably, a decline in automotive shipments to the 
United States. 


Even with this slowing growth in the fourth quarter, 
upward revisions for previous quarters leave the level 
of economic activity slightly higher than we had been 
monitoring. In fact, Canada’s economy remains near 
full capacity. 


Let me list some of the indicators that support this 
view: high industrial capacity utilization; near record- 
high labour force participation rates; a record-high 
employment-to-population ratio; corporate profits at 
their highest level since early 2001; and, as I said a few 
moments ago, above-target trend inflation. 


While we continue to foresee growth somewhat below 
potential in the first half of this year, we expect 
increased demand in the second half of 2003 and into 
2004, as global uncertainties diminish. But with an 
appropriate reduction in the amount of monetary 
stimulus, we see the level of output remaining close to 
capacity during this year and into 2004. 


So, in making our interest rate decision on 4 March, 
we weighed the following considerations: domestic 
inflation pressures; the expectation that Canadian eco- 
nomic activity will remain near potential in 2003 
despite geopolitical uncertainties; the stimulative 
stance of monetary policy; and improved conditions 
in capital markets. Taking all of these factors into 
account, the Bank raised its key policy rate by one- 
quarter of a percentage point to 3 per cent. 


Even with this increase, the stance of monetary policy 
remains stimulative. Thus, over time, further reduc- 
tions in monetary stimulus will be required to return 
inflation to the target over the medium term. But, as 
we have said, the timing and pace of increases in policy 


interest rates will continue to depend on a number of 
considerations. These include the strength of demand 
pressures; the evolution of inflation expectations; the 
impact on confidence of geopolitical and global eco- 
nomic uncertainties; and the way in which develop- 
ments in the Middle East affect demand and inflation, 
both globally and in Canada. The Bank will continue 
to closely monitor all of these factors. 


+ + 


So, to conclude, these are certainly challenging eco- 
nomic times. But we in Canada remain convinced of 


the merits of the economic policy consensus reached 
at the OECD. To reiterate, these policies are a monetary 
policy aimed at medium-term price stability, a fiscal 
policy aimed at reducing public debt-to-GDP ratios, 
trade liberalization, and meaningful structural reform. 
Canada’s positive economic experience over the past 
couple of years, in the face of stressful times for the 
global economy, is strong evidence that this frame- 
work is the right one. In Canada, there is a determina- 
tion to stick with these policies which, especially 
during these uncertain times, are demonstrating their 
value. 
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New Publications 





Technical Reports 


From time to time, the Bank of Canada issues staff studies dealing primarily with questions of applied 
economic research. A summary of Technical Report No. 94 appears below. Technical reports are published 
in the original language only, but they include an abstract in both official languages. Studies published 
in recent years are listed towards the end of the Review, and copies are available on request from 
Publications Distribution, Communications Services, Bank of Canada, Ottawa K1A OG9. 

The views expressed in these studies are the authors’ and do not necessarily reflect those of the Bank 


of Canada. 


Technical Report No. 94 


A Comparison of Twelve 
Macroeconomic Models of the 
Canadian Economy 


Denise Coté, John Kuszczak, Jean-Paul 
Lam, Ying Liu, and Pierre St-Amant 


The authors examine and compare twelve private and 
public sector models of the Canadian economy with 
respect to their paradigm, structure, and dynamic 
properties. These open-economy models can be 
grouped into two economic paradigms. The first is the 
“conventional” paradigm (or Phillips curve paradigm) 
and the second is the “money matters” paradigm. 
Under the conventional paradigm, inflation is deter- 
mined by price adjustments in response to inflation 
expectations and by factor disequilibrium in labour or 
product markets. Under the money matters paradigm, 


inflation is determined mainly by monetary disequilib- 
rium. Although most models are based on the conven- 
tional paradigm, there are nevertheless important 
differences within that paradigm. In particular, there 
are differences in the inflation process (linear/non-lin- 
ear Phillips curve), the expectation processes (back- 
ward-looking and/or model-consistent expectations), 
the channels through which monetary policy affects 
the economy (short-term interest rates or the yield 
curve), and the sensitivity of output and inflation to 
changes in interest rates and the exchange rate. The 
authors also examine the dynamic properties of the 
various models when those models use the simple 
monetary reaction function proposed by Taylor (1993). 
The eight deterministic shocks considered in this 
report reveal significant differences in the dynamic 
properties of the participating models. A comparison 
of the models’ impulse-response functions with those 
of a vector autoregression suggests that some models 
do better than others in reflecting the typical response 
of the Canadian economy to certain shocks. 
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Bank of Canada Publications 





For further information, including subscription prices, 
contact Publications Distribution, Communications 
Department, Bank of Canada, Ottawa, K1A 0G9 
(Telephone: 613-782-8248). 


Annual Report (published in March each year)* 


Monetary Policy Report (published semi-annually)* 


Monetary Policy Report Update (published in January 
and July)* 


Financial Systems Review (published in June and 
December)* 


Bank of Canada Review (published quarterly, see page 2 
for subscription information)* 


Speeches and Statements by the Governor* 


Bank of Canada Banking and Financial Statistics 
(published monthly, see page 2 for subscription 
information) 


Weekly Financial Statistics (published each Friday,* 
available by mail through subscription) 


Renewal of the Inflation-Control Target: Background 
Information* 


The Thiessen Lectures* 


A History of the Canadian Dollar* 
James Powell (published October 1999, available at 
Can$4 plus GST and PST, where applicable) 


The Transmission of Monetary Policy in Canada* 
(published in 1995, available at Can$20 plus GST and PST, 
where applicable) 


Bilingualism at the Bank of Canada (published annually)* 


Bank of Canada Publications, 2002* 

A collection of short abstracts of articles and research papers 
published in 2002. Includes a listing of work by Bank 
economists published in outside journals and proceedings. 


* These publications are available on the Bank’s Web site, 
www.bankofcanada.ca 


Conference Proceedings 


Economic Behaviour and Policy Choice under Price 
Stability, October 1993 


Credit, Interest Rate Spreads and the Monetary Policy 
Transmission Mechanism, November 1994 


Money Markets and Central Bank Operations, November 
1995 


Exchange Rates and Monetary Policy, October 1996 


Price Stability, Inflation Targets, and Monetary Policy, 
May 1997* 


Information in Financial Asset Prices, May 1998* 


Money, Monetary Policy, and Transmission Mechanisms, 
November 1999* 


Price Stability and the Long-Run Target for Monetary Policy, 
June 2000* 


Revisiting the Case for Flexible Exchange Rates, November 
2000* 


Financial Market Structure and Dynamics, November 2001* 


Conference volumes are available at Can$15 plus GST and PST, 
where applicable. 


Technical Reports and Working Papers 


Technical Reports and Working Papers are usually 
published in the original language only, with an abstract 

in both official languages. Single copies may be obtained 
without charge from: Publications Distribution, 
Communications Department, Bank of Canada, Ottawa, 
Ontario, KIA 0G9. 

Technical Reports dating back to 1982 are available on the 
Bank’s Web site, as are Working Papers back to 1994. Consult 
the April 1988 issue of the Bank of Canada Review for a list of 
Technical Reports and Staff Research Studies published 
prior to 1982. 
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Technical Reports* 


2000 
88 International Financial Crises and Flexible Exchange 
Rates: Some Policy Lessons from Canada 
(J. Murray, M. Zelmer, and Z. Antia) 
2001 
89 Core Inflation 
(S. Hogan, M. Johnson, and T. Lafléche) 
2002 
90 Dollarization in Canada: The Buck Stops There 
(J. Murray and J. Powell) 
91 The Financial Services Sector: 
An Update on Recent Developments 
(C. Freedman and C. Goodlet) 
92 The Performance and Robustness of Simple Monetary 
Policy Rules in Models of the Canadian Economy 
(D. Cété, J. Kuszezak, J.-P. Lam, Y. Liu, and P. St-Amant) 
2003 
93. Money in the Bank (of Canada) 
(D. Longworth) 
94 A Comparison of Twelve Macroeconomic Models of the 
Canadian Economy 
(D. Cété, J. Kuszcezak, J.-P. Lam, Y. Liu, and P. St-Amant) 


Working Papers* 


2002 

1 Taylor Rules in the Quarterly Projection Model 
(J. Armour, B. Fung, and D. Maclean) 

2 Asset Allocation Using Extreme Value Theory 
(Y. Bensalah) 

3 An Introduction to Wavelets for Economists 
(C. Schleicher) 

4 Does Micro Evidence Support the Wage Phillips Curve 
in Canada? 

(J. Fares) 

5 The Effects of Bank Consolidation on Risk Capital 
Allocation and Market Liquidity 
(C. D’Souza and A. Lai) 

6 Currency Fluctuations, Liability Dollarization, and 
the Choice of Exchange Rate Regimes in Emerging 
Markets 
(P. N. Osakwe) 

7 Contribution of ICT Use to Output and Labour- 
Productivity Growth in Canada 
(H. Khan and M. Santos) 


8 Restructuring in the Canadian Economy: A Survey of Firms 


(C. Kwan) 

9 The Microstructure of Multiple-Dealer Equity and 
Government Securities Markets: How They Differ 
(T. Gravelle) 

10 La fiabilité des estimations de l’écart de production au 
Canada 
(J.-P. Cayen et S. van Norden) 

11 Risk, Entropy, and the Transformation of Distributions 
(R. M. Reesor and D. L. McLeish) 


12 Modelling Financial Instability: A Survey of the Literature 


(A. Lai) 


* These publications are available on the Bank’s Web site, 
www.bankofcanada.ca 


13 


14 


(5) 


16 


A. 


18 


19 


20 


PA 


22 


De, 


24 


pas: 


26 


2h 


28 


Pie) 


30 


31 


Be 


33 


34 


Towards a More Complete Debt Strategy Simulation 
Framework 

(D. J. Bolder) 

Entrepreneurship, Inequality, and Taxation 

(C. A. Meh) 

Corporate Bond Spreads and the Business Cycle 

(Z. Zhang) 

A Market Microstructure Analysis of Foreign Exchange 
Intervention in Canada 

(C. D'Souza) 

Does Exchange Rate Policy Matter for Growth? 

(J. Bailliu, R. Lafrance, and J.-F. Perreault) 

Estimated DGE Models and Forecasting Accuracy: 
A Preliminary Investigation with Canadian Data 

(K. Moran and V. Dolar) 

Estimates of the Sticky-Information Phillips Curve for 
the United States, Canada, and the United Kingdom 
(H. Khan and Z. Zhu) 

Evaluating the Quarterly Projection Model: A Preliminary 
Investigation 

(R. Amano, K. McPhail, H. Pioro, and A. Rennison) 
Entrepreneurial Risk, Credit Constraints, and the 
Corporate Income Tax: A Quantitative Exploration 
(C. A. Meh) 

The Usefulness of Consumer Confidence Indexes in the 
United States 

(B. Desroches and M.-A. Gosselin) 

How to Improve Inflation Targeting at the Bank of 
Canada 

(N. Rowe) 

Financial Structure and Economic Growth: A 
Non-Technical Survey 

(V. Dolar and C. Meh) 

Nominal Rigidities and Monetary Policy in Canada 
since 1981 

(A. Dib) 

Nominal Rigidity, Desired Markup Variations, and Real 
Exchange Rate Persistence 

(H. Bouakez) 

Habit Formation and the Persistence of Monetary 
Shocks 

(H. Bouakez, E. Cardia, and F J. Ruge-Murcia) 
Filtering for Current Analysis 

(S. van Norden) 

Exponentials, Polynomials, and Fourier Series: More 
Yield Curve Modelling at the Bank of Canada 

(D. J. Bolder and S. Gusba) 

Inflation Expectations and Learning about Monetary 
Policy 

(D. Andolfatto, S. Hendry, and K. Moran) 

Supply Schocks and Real Exchange Rate Dynamics: 
Canadian Evidence 

(C. Gauthier and D. Tessier) 

Labour Markets, Liquidity, and Monetary Policy 
Regimes 

(D. Andolfatto, S. Hendry, and K. Moran) 
Alternative Trading Systems: Does One Shoe Fit All? 
(N. Audet, T. Gravelle, and J. Yang) 

How Do Canadian Banks That Deal in Foreign Exchange 
Hedge Their Exposure to Risk? 

(C. D’Souza) 
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Working Papers (continued) 


2002 

35 The Impact of Common Currencies on Financial Markets: 
A Literature Review and Evidence from the Euro Area: 
(L. Karlinger) 

36 Une approche éclectique d’estimation du PIB potentiel 
américain 
(M.-A. Gosselin and R. Lalonde) 

37 Alternative Public Spending Rules and Output Volatility 
(J.-P. Lam and W. Scarth) 

38 Oil-Price Schocks and Retail Energy Prices in Canada 
(M. Chacra) 

39 An Empirical Analysis of Dynamic Interrelationships 
among Inflation, Inflation Uncertainty, Relative Price 
Dispersion, and Output Growth 
(F. Vitek) 

40 Inflation Changes, Yield Spreads, and Threshold Effects 
(G. Tkacz) 

41 Estimating Settlement Risk and the Potential for 
Contagion in Canada’ s Automated Clearing Settlement 
System 
(C.A. Northcott) 

42 Salaire réel, chocs technologiques et fluctuations 
économiques 
(D. Tremblay) 


2003 
1 Banking Crises and Contagion: Empirical Evidence 
(E. Santor) 


2 Managing Operational Risk in Payment, Clearing, and 
Settlement Systems 
(K. McPhail) 

3 Modélisation et prévision du taux de change réel 
effectif américain 
(R. Lalonde and P. Sabourin) 

4 Are Distorted Beliefs Too Good to Be True? 
(M. Misina) 

5 Shift Contagion in Asset Markets 
(T. Gravelle, M. Kichian, and J. Morley) 

6 Valuation of Canadian- vs. U.S.-Listed Equity: Is 
There a Discount? 
(M.R. King and D. Segal) 

7 Testing the Stability of the Canadian Phillips Curve 
Using Exact Methods 
(L. Khalaf and M. Kichian) 

8 Comparing Alternative Output-Gap Estimators: 
A Monte Carlo Approach 
(A. Rennison) 

9 Bank Lending, Credit Shocks, and the Transmission of 
Canadian Monetary Policy 
(J. Atta-Mensah and A. Dib) 

10 A Stochastic Simulation Framework for the Government 
of Canada’s Debt Strategy 
(D. J. Bolder) 

11 Collateral and Credit Supply 
(J. Atta-Mensah) 

12 The Macroeconomic Effects of Military Buildups in a 
New Neoclassical Synthesis Framework 
(A. Paquet, L. Phaneuf, and N. Rebei) 


* These publications are available on the Bank’s Web site, 
www.bankofcanada.ca 
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Notes to the Tables 





Symbols used in the tables 
R_ Revised 


- Value is zero or rounded to zero. 


Note: 


Blank spaces in columns indicate that data are either not available 
or not applicable. 

A horizontal rule in the body of the table indicates either a break in 
the series or that the earlier figures are available only at a more 
ageregated level. 


Al 


(1) In February 1991, the federal government and the 
Bank of Canada jointly announced a series of targets 
for reducing inflation to the midpoint of a range of 
1 to 3 per cent by the end of 1995. In December 1993, 
this target range was extended to the end of 1998. In 
February 1998, it was extended again to the end of 
2001. In May 2001, it was extended to the end of 2006. 

(2-3) Year-to-year percentage change in consumer price 
index (Table H8). The core CPI is the CPI excluding 
the eight most volatile components: fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, 
tobacco, and mortgage-interest costs, as well as the 
effect of changes in indirect taxes on the other CPI 
components 

(4-5) The operating band is the Bank of Canada’s 50-basis- 
point target range for the average overnight rate 
paid by investment dealers to finance their money 
market inventory. 

(6) The overnight money market financing rate is an 
estimate compiled by the Bank of Canada. This 
measure includes funding of the major money 
market dealers through general collateral buyback 
arrangements (repo) including special purchase and 
resale agreements with the Bank of Canada and 
funding through call loans and swapped foreign 
exchange funds. Prior to 1996, data exclude all repo 
activity with the exception of those arranged directly 
with the Bank of Canada. These latter have been 
included in the calculation since 1995. 

(7) The monetary conditions index is a weighted sum of 
the changes in the 90-day commercial paper rate and 
the C-6 trade-weighted exchange rate (see technical 


note in the Winter 1998-1999 issue of the Bank of 
Canada Review, pages 125 and 126). The index is 
calculated as the change in the interest rate plus one- 
third of the percentage change in the exchange rate. 
The Bank does not try to maintain a precise MCI 
level in the short run. See Monetary Policy Report, 
May 1995, p.14. 

(8) 90-day commercial paper rate. The rate shown is the 
Bank of Canada’s estimate of operative market 
trading levels on the date indicated for major 
borrowers’ paper. 

(9) The C-6 exchange rate is an index of the weighted- 
average foreign exchange value of the Canadian 
dollar against major foreign currencies. (See 
technical note in the Winter 1998-1999 issue of the 
Bank of Canada Review, pages 125 and 126.) Weights 
for each country are derived from Canadian 
merchandise trade flows with other countries over 
the three years from 1994 through 1996. The index 
has been based to 1992 (i.e., C-6 = 100 in 1992). The 
C-6 index broadens the coverage of the old G-10 
index to include all the countries in the EMU. 

(10) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 
adjustments to M1 described in the notes to Table E1 
(Bank of Canada Banking and Financial Statistics). 

(11) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable deposits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(12) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(13) Yield spreads between conventional and Real Return 
Bonds are based on actual mid-market closing yields 
of the selected long-term bond issue. At times, some 
of the change in the yield that occurs over a 
reporting period may reflect switching to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
PLLA 
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(14-15) CPI excluding food, energy, and the effect of changes 
in indirect taxes. CPIW adjusts each of the CPI basket 
weights by a factor that is inversely proportional to 
the component's variability. For more details, see 
“Statistical measures of the trend rate of inflation.” 
Bank of Canada Review, Autumn 1997, 29-47 

(16) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(17) IPPI: Industrial product price index for finished 
products comprises the prices of finished goods that 
are most commonly used for immediate 
consumption or for capital investment. 

(18) Data for average hourly earnings of permanent 
workers are from Statistics Canada’s Labour Force 
Information (Catalogue 71-001). 


A2 


The majority of data in this table are based on, or derived from, 
series published in statistical tables in the Bank of Canada 
Banking and Financial Statistics. For each column in Table A2, a 
more detailed description is given below, as well as the source 
table in the Banking and Financial Statistics, where relevant. 


(1) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 


adjustments to M1 described in the notes to Table E1. 


(2) M1+: Gross M1 plus chequable notice deposits held 
at chartered banks plus all chequable deposits at 
trust and mortgage loan companies, credit unions, 
and caisses populaires (excluding deposits of these 
institutions) plus continuity adjustments. 

(3) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable despoits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(4) M2+: M2 plus deposits at trust and mortgage loan 
companies and government savings institutions, 
deposits and shares at credit unions and caisses 
populaires, and life insurance company individual 
annuities and money market mutual funds plus 
adjustments to M2+ described in notes to Table E1. 

(5) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(6) Short-term business credit (Table E2) 

(7) Total business credit (Table E2) 

(8) Consumer credit at monthly reporting institutions 
(Table E2) 

(9) Residential mortgage credit (Table E2) 

(10) Gross domestic product in current prices (Table H1) 

(11) Gross domestic product in chained 1997 dollars 
(Table H2) 

(12) Gross domestic product by industry (Table H4) 


(13) Civilian employment as per labour force survey 
(Table H5) 

(14) Unemployment as a percentage of the labour force 
(Table H5) 

(15-16) Data for capacity utilization rates are obtained from 
the Statistics Canada quarterly publication Industrial 
Capacity Utilization Rates in Canada (Catalogue 31-003), 
which provides an overview of the methodology. Non- 
farm goods-producing industries include logging and 
forestry; mines, quarries and oil wells; manufacturing; 
electric power and gas utilities; and construction. 

(17) Consumer price index (Table H8) 

(18) Consumer price index excluding the eight most volatile 
components: fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and 
mortgage-interest costs, as well as the effect of 
changes in indirect taxes on the other CPI components. 
(Table H8) 

(19) Gross domestic product chain price index (Table H3) 

(20) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(21-22) The data on wage settlements are published by 
Human Resources Development Canada and 
represent the effective annual increase in base wage 
rates for newly negotiated settlements. These data 
cover bargaining units with 500 or more employees. 
Contracts both with and without cost-of-living- 
allowance clauses are included. 

(23-24) Bank of Canada commodity price indexes: Total and 
total excluding energy (Table H9) 

(25) Treasury bills are mid-market rates for typical quotes 
on the Wednesday shown. 

(26-27) Selected Government of Canada benchmark bond yields 
are based on actual mid-market closing yields of 
selected Canada bond issues that mature 
approximately in the indicated term areas. At times, 
some of the change in the yield occurring over a 
reporting period may reflect a switch to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
20271. 

(28-29) The data on the government surplus or deficit on a 
national accounts basis are taken from Statistics 
Canada’s National Income and Expenditure Accounts 
(Catalogue 13-001), where the government surplus 
or deficit is referred to as “net lending.” 

(30) Merchandise trade balance, balance of payments 
basis (Table J1) 

(31) Current account balance, balance of payments basis 
(Table J1) 

(32) U.S. dollar in Canadian dollars, average noon spot 
rate (Table I1) 
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Année, Excédent ou déficit (-) des Balance des paiements Cours 
trimestre administrations publiques sur (en pourcentage du PIB) moyen au 
ou la base des comptes nationaux comptant 
mois (en pourcentage du PIB) Solde de Solde de du dollar 
la balance la balance E.-U. en 
Gouvernement Ensemble des commerciale courante dollars 
du Canada administrations canadiens 
publiques a midi 
(28) (29) (30) (31) (32) 
1990 -4.9 -5.8 1.6 -3.4 1.1668 
1991 -5.4 -8.4 1.0 -3.7 1.1458 
1992 -S.1 -9.1 13 -3.6 1.2083 
1993 -5.5 -8.7 1.8 -3.9 1.2898 
1994 -4.6 -6.7 2.6 -2.3 1.3659 
1995 -3.9 -5.3 4.4 -0.8 1.3726 
1996 -2.0 -2.8 5.1 0.5 1.3636 
1997 0.7 0.2 2) -1.3 1.3844 
1998 0.8 0.1 2.6 -1.2 1.4831 
1999 0.8 Nad 4.1 0.2 1.4858 
2000 Le) Sr 5.8 2.6 1.4852 
2001 1.0 1.8 a!) 2.8 1.5484 
2002 1.0 123 4.7 1S 1.5704 
Taux annuels ets) 0.6 0.5 3.6 - 1.5116 
8 -0.3 LES Sel 0.2 1.4730 
Ul 1.3 LY) 47 1.0 1.4860 
IV Nef De 4.3 -0.4 1.4726 
2000 I 1.8 2.4 5 2A 1.4538 
I 1.2 3.4 8) 2.2) 1.4808 
Ul DH) he) 5 2 1.4822 
IV 1.6 3.0 6.6 3.4 1.5258 
2001 I 1.4 2.8 7.8 4.7 1.5280 
ia 1.7 Aoi 6.1 3.0 1.5409 
Il 1.0 1.4 4.7 1.6 1.5453 
IV 0.1 0.3 4.8 1.6 1.5803 
2002 I 0.5 0.7 5.1 2.0 1.5946 
II iL 1.2 4.7 1.5 1.5549 
lll [ED IES) 4.7 IS) 1.5628 
IV 1.4 1B) 4.5 ite 1.5698 
2003 I 1.5102 
Trois derniers mois 1.5102 
Taux mensuels 2002 M 1.5870 
A 1.5814 
M 1.5497 
J 1.5317 
J 1.5459 
A 1.5679 
S 1.5758 
O 1.5778 
N 1.5714 
D 1.5593 
2003 1.5410 
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A 1 Sommaire des variables clés relatives a la politique monétaire 




















Données Cible de maitrise Instrument de politique monétaire | Conditions monétaires Agrégats monétaires _ Indicateurs de |’ inflation 
mensuelles de l’inflation (taux de croissance — 
(taux sur Fourchette opération- Taux du Indice des Taux Indice C-6 des sur 12 mois) Ecart de ren- [PC global IPCP Cotts IPPI Gains 
douze mois) nelle pour le taux du _finance- conditions du papier taux de change dement entre hors alimen- unitaires (produits horaires 
financement 4 un jour ment monétaires com- pondérés M1 MI1++ M2++ les obligations tation, énergie de main-_ finis) moyens 
Four- IPC Indice (fin du mois) aun jour (janvier mercial —_ en fonction brut classiques et effet des d’ceuvre des 
chette de ré- | 1987=0) a90 des échanges et a ren- modifications travailleurs 
cible férence Bas Haut jours commerciaux dement réel des impots permanents 
(1992 = 100) indirects 
(1) (2) 513) (4) (5) (6) (7) (8) (9) (10) (il) (12) (13) (14) (15) (16) (17) (18) 
1999 A 1-3 lhestE® sell es} 4.50 5.00 4.78 -6.34 4.80 82.88 7.6 3.4 263) 1s 1.4 1.6 0.9 ye) PR, 
M 1-3 16 1.4 4.25 4.75 4.59 -6.25 4.71 83.32 7.6 4.1 5.4 1.50 1.4 1.5 0.9 pip) 2.4 
J 1-3 Oneales 4.25 4.75 4.60 -6.07 4.86 83.41 Th TA. ab) 1.60 eZ 1S -0.1 1.7 23 
J 1-3 Es 6 4.25 4.75 4.61 -7.04 4.9] 80.88 6.7 4.5 5.0 1.72 1.6 1.6 0. 2.3 3.0 
A ESS AG 4.25 4.75 4.62 -6.78 4.87 81.61 7.05 50) 5.4 1.65 1.6 1.6 0.6 1.8 33 
S i-Sieeee Ol all 4.25 4.75 4.58 -6.22 4.83 83.08 Si 5,0 5.4 1.86 IES 1.9 0.7 2.3 2.8 
O [Sees 6 4.25 4.75 4.61 -6.20 5.05 82.61 6.1 54 5.0 2.31 1.6 Vee 0.3 0.6 2.8 
N [oa 2.2 ld 4.50 5.00 4.77 -6.05 5.05 82.98 Seo) 4.9 2.06 1S 17 = 6-0.1 - 29 
D 1-35 2.684 4.50 5.00 4.76 -5.46 O27 83.90 98 6.8 35 poly. 1.6 Lei 1.1 (3: 3:2 
2000 J JSS mae Sie Led 4.50 5.00 4.77 -5.09 3B) 84.87 Che (oy?! ahi 2.25 13 VS) ne, 0.7 88. 
F io} PIF ile 4.75 325) 4.97 -5.54 5.31 83.58 LD aad 6.2 1.91 1.6 1.6 2.8 2.1 el 
M 1-3 «63.0 14 5.00 5.50 2D -5.16 5.46 84.17 123 8:9 © 64 2.04 VS Neg pep iS 3.0 
A 1S 2 5.00 5.50 5.26 -5.37 5.62 83.23 146 9.5 Tee 2.28 ib ite) 5.8 De, 3.7 
M aS ek 5.50 6.00 SHS) -5.48 5.98 82.08 [36a B8e2 6.6 1.82 i) 1.4 2.1 3:2 Se 
J Eee 720) Vile) 5.50 6.00 SHS: -5.32 5.89 82.70 Sysy 93) Te 1.84 1.4 1.6 SEs, S22 29 
J esi SHOP ey? 5.50 6.00 Sue -4.88 5.88 83.83 LOsie 9S 7.6 1.90 1.5 1.7 3.0 2 3.0 
A 1-3 Pao, ihe?! 5.50 6.00 Se) -5.05 5.90 83.34 16.0 8.6 el 1.84 1.5 1.6 3.9 Pees) 3.4 
S esy i No) 5.50 6.00 5.74 -5.45 5.83 82.53 cA SS 7.0 2.07 ine ie) a2 2.4 4.0 
O 1-3 os LS 5.50 6.00 BS) -5.70 5.85 81.87 MASS OS TES) 2.09 ih) 1.6 4.2 SS) Bo) 
N ey SP ile) 5.50 6.00 S75) -6.22 5.89 80.49 Sis 5) ES 2.00 1.8 1.8 ay 4.8 35 
D sy SPA less 5.50 6.00 5.80 -5.92 Doli! 81.66 15.6 10.2 8.0 2.14 ES 2.0 4.7 3.0 pe 
2001 J (Ee) SHO) ales 29 S75 5.49 -6.06 5:29. 82.36 144 9.2 7.8 2.36 2.0 2.0 4.5 3.7 3.0 
F [S20 25 aa) 5.49 -6.94 5.05 80.78 143 8.6 TEI Pa Pie 2.0 9 4.2 3.8 35 
M [ESR 2) 188 4.75 5325 4.99 -7.93 4.66 GO35 13.3 7.8 7.4 2.34 lea ES 4.3 3.8 3.7 
A 1-35 93:6 2.3 4.50 5.00 4.74 -7.71 4.49 80.28 eS ez ee 2.36 ES 2.4 0.4 4.3 35 
M lee, SHS) 255} 4.25 4.75 4.67 -7.60 4.49 80.54 NGI = t3) ee 2.45 2.0 2S 3.4 3.8 4.0 
J 13s: 23 4.25 4.75 4.49 -7.03 4.38 82.21 10.0 7.8 Hee 2.36 1.9 2.4 3.0 2.8 3.8 
J 1-3 2.6 2.4 4.00 4.50 4.24 -7.70 4.22 80.97 Cie} eer 6.9 2.28 Dal 2.4 3.4 2.6 33) 
A Hess) DISS DES 3.75 4.25 4.17 -8.28 3.96 80.18 Sail 7.0 O95 2.1 2.3 pa 2.5 2.5 
S 1-37 26. 2.3 8:25 Sy 165) 3.49 -9.69 3.19 78.65 ET LOr8 ED 2.18 2.0 23) 1.9 Bk) 2.3 
O 1-3 OT 222 2.50, 3.00 2.74 -10.59 2.45 78.28 12.0 10.9 Tel 1.71 1.8 21 P| 1.4 DS 
N 1S led 2.00 2.50 2.60 -10.78 Dali) 78.50 (37 182 8.5 1.9] 1.4 LT al 0.6 3.0 
D 1S Onn eG 2.00 2.50 2.24 -10.94 2.08 78.33 14.2 14.0 7.4 [E93 es 1.6 2.4 1.0 3.3 
2002 J 1-3 IIo) il 5 2.25 199 -10.82 2.07 78.63 14.4 15.6 7.8 1.95 1.4 1.8 2.0 2.0 3.5 
F 1-3 ih 3), a2 LS BOS) 1.99 -11.07 2.16 77.84 126) 15:5 ies) 1.96 1.4 Pi 0.7 1.5 3.4 
M 1-3 LS ae2a Ve) 225 199 -10.61 2.36 78.45 L222 Su 6.8 2.30 1.8 Pe 1.0 1.1 32 
A 1-3 i 22) 2.00 2.50 2.24 -10.07 2.46 79.48 Meg 5.3 6.7 2:29 1.9 Real! 0.6 0.6 2.8 
M 1-3 OM 22) 2.00 2.50 PU PES -9.31 2.68 80.79 12.0 14.5 6.5 2.24 2.0 1.9 led -0.3 2.4 
J 1-3 IPS 221 DDS) PAS: 2.50) =9° 12 2.78 80.99 Sis) 1S) 6.7 2.32 Pal ils) i 0.6 2 
J ls 2a 21 250) 3.00 2.74 -10.40 2.88 77.71 [BO Sal 6.7 2.28 Dal 2.0 1.0 0.5 2.8 
A [535 2'6) 259 2.50 3.00 2.74 -9.68 3.09 78.90 14.4 15.5 6.7 2.18 pip) 2.4 1.6 TES 3.0 
S 1-3 Doh ie) 2.50 3.00 2.74 -10.27 2.90 TTT 11.2 12.8 6.1 2.18 Br} 2 1.0 0.9 2.8 
O 13 2) 25 2.50 3.00 2.74 -10.06 2.83 78.63 Ihileaye ede Deh 2.18 PES) 2.4 1.4 Dall 2.7 
N 13 43 3) 2.50 3.00 2.74 -10.21 2.85 78.24 9.8 10.3 4.8 Pals Sul 3.0 2.1 leg) 20 
D 1-3 350) 27 2.50 3.00 2.74 -9,.80 2.83 79.24 72) 8.0 3.9 2.09 35 2.4 1.8 2.0 1.9 
2003 J 1-3 4.5) 3.3 2.50 3.00 2.74 -9.34 291 80.15 7.6 74 3.8 PAH 3:3 2.9 0.8 LS 
F I-3 46 3.1 2.50 3.00 PIES -8.61 2.97), 81.78 7.0 64 2.40 33 2.9 0.7 Zz 
M A Bae 2.99 -7.72 3.28 83.22 2.50 1.8 


* Indice de référence selon la nouvelle définition annoncée le 18 mai 2001 : IPC hors les huit composantes les plus volatiles, 4 savoir les fruits, les légumes, I’essence, le mazout, le gaz naturel, le transport interurbain, le tabac 
et les intéréts sur préts hypothécaires de méme que |’effet des modifications des impéts indirects sur les autres composantes de |’ IPC 
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such as munitions and food. This was the first time 
that Canada, or any other Dominion in the Empire, 
had loaned money to the mother country. Successive 
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War and Victory loans proved just as successful and 
demonstrated that Canada, at least financially, had 
come of age. 


Bonds of the First War Loan were issued both with 
and without coupons in denominations of up to 
$100,000. They matured in 10 years and bore interest 
at 5 per cent. This was in line with other commercial 
offerings, which enhanced their appeal to investors. 
The principal was payable on 1 December 1925 at any 
office of the Receiver General or Assistant Receiver 
General; interest was payable semi-annually on 1 June 
and 1 December at any chartered bank in Canada. 
Like bank notes, these bonds were printed by security 
printers on secure paper using special inks and deco- 
rated with intricate designs that were difficult to imitate. 
The diverse and patriotic images of flags, beavers, 
maple leaves, and Parliament Hill that grace the $100 
bonds make them among the most beautiful Canadian 
government instruments ever issued. 


The $100 10-year bond of the First War Loan is slightly 
larger than a sheet of legal-sized paper. It forms part 
of the National Currency Collection, Bank of Canada. 


Photography by Gord Carter, Ottawa. 
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Financial Developments in Canada: 
Past Trends and Future Challenges 





Charles Freedman, Deputy Governor, and Walter Engert, Department of Monetary and 


Financial Analysis* 


¢ The dominant trends in financing behaviour in the 
Canadian economy in the 1960s and early 1970s were the 
rising indebtedness of the household sector and the declining 
indebtedness of the government sector relative to GDP. As 
well, through the 1970s, with the rise in inflation and the 
associated increase in nominal interest rates and uncertainty, 
the non-financial busiyess sector relied increasingly on 
bank loans and short-term paper for its financing. 

e From the mid-1970s to the mid-1990s, driven by govern- 
ment deficits, the share of marketable debt issues as a source 
of finance increased significantly. Since the mid-1990s, 
the dominant trend has been a decline in debt issued by 
government, which has been offset to a considerable extent 
by rapidly growing capital market financing by the 
corporate sector. 

e The current proportion of financing from capital market 
sources for the non-financial business sector in Canada is 
broadly similar to what it was thirty years ago. 

e Despite some increased reliance by the Canadian corporate 
sector on foreign sources of funds over the last decade, the 
data do not provide much support for the view that domestic 
capital markets have been abandoned by Canadian firms 
or “hollowed out” in recent years. 

e An efficient regulatory system and ongoing fiscal discipline 
on the part of Canadian governments are important for the 
continuing development of the corporate capital market in 
Canada. As well, recent trends in increased innovation 
and improved risk assessment in Canadian capital 
markets need to continue. 





* This article is a revised version of a lecture that was prepared for a conference at 
the Schulich School of Business at York University and was later presented at 
the Conference Board Financial Services Research Program. The views expressed in 
it are those of the authors, and no responsibility for them should be attributed 
to the Bank of Canada. We thank Sophie Lefebvre for excellent research assist- 
ance; Jim Armstrong, Clyde Goodlet, and Ron Parker for comments on previ- 
ous drafts of this paper; and Ross MacKinnon, Elizabeth Woodman, Zahir 
Lalani, Sophie Lefebvre, and Christian Calmés, whose work at the Bank of 
Canada contributed importantly to this study. We also thank Greg Haymes for 
his assistance with the Statistics Canada data used for part of this work. 


he financial sector plays a vital role in facili- 

tating economic growth. Its most important 

function is to match borrowers who are short 

of funds for potentially profitable investment 
projects with lenders or investors who have surplus 
funds. This intermediation role dates back hundreds 
of years, but has obviously changed greatly over time. 
Among the most significant changes are the ways 
services are provided, the instruments used to provide 
the services, and the nature of the entities providing 
them.! Today's complex financial landscape, with 
such instruments as asset-backed securities, interest 
rate swaps, and credit derivatives, is a far cry from the 
landscape of the 1950s, for example, and even further 
removed from the landscape of earlier historical peri- 
ods. 


Today's complex financial landscape 
iunisanarery (rontae 
the landscape of earlier 
historical periods. 


This article focuses on the changing pattern of lending 
and borrowing in Canada over a fairly long period, 
including the types of financial instruments used and 
the relative roles of financial institutions and financial 
markets. Specifically, it considers developments that 
have affected the process of transferring resources 





1. See Freedman and Goodlet (1998, 2002) for a discussion of these changes. 
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from lenders to borrowers from several perspectives 
and, in doing so, poses a number of questions: 


e How have the financing patterns of bor- 
rowers—non-financial and financial cor- 
porations, households, and govern- 
ments—changed over time? A key aspect 
that is examined is the change in the rela- 
tive importance of financial institutions 
and financial markets in intermediating 
between lenders and borrowers. 


e How have the mechanisms—the instru- 
ments available to lenders and borrow- 
ers—by which ultimate lenders supply 
funds to ultimate borrowers changed over 
time? 


e What are the challenges going forward? 
Is the changing behaviour of banks vis-a- 
vis large corporate borrowers a cause for 
concern? Does it matter whether financing 
takes place mainly through markets, 
through institutions, or through some 
combination of the two? Are our financial 
markets in danger of disappearing because 
of the size and pre-eminence of U.S. finan- 
cial markets? What are the implications 
of such a development, should it occur? 
Are there legal or regulatory obstacles 
that lessen the efficiency of our financial 
markets? 


The article takes a long-term view, drawing on data 
covering the last thirty to forty years.” This enabled us 
to take a broad perspective on the forces behind the 
changing financial environment in Canada and 
helped us to assess some of the important challenges 
facing the financial sector today. 


Major Borrowing Patterns of the 
Non-Financial Sector 


We begin with a broad overview of financing patterns 
in credit markets over the past forty years, where 
credit market obligations include loans, mortgages, 
short-term paper, and bonds, but exclude the equity 
capital of corporations. Using Statistics Canada data, 
we classify patterns of borrowing among the various 
sectors. 





2. Because none of the data sources throws light on all the pertinent issues, 
we used various statistical databases, although we recognize that there are 
some inconsistencies across them. The primary data sources are Statistics 
Canada’s Balance Sheet and Financial Flow accounts; the Bank of Canada’s 
data on credit, outstanding bonds, and net issues by type of borrower; and 
data from the Toronto Stock Exchange (TSX). 


4 BANK OF CANADA REVIEW ® SUMMER 2003 


By type of borrower 

Chart 1 shows outstanding debt of domestic non- 
financial sectors (persons and unincorporated busi- 
nesses, non-financial private corporations and govern- 
ment enterprises, and governments) as a percentage of 
nominal GDP. 


Chart 1 


Outstanding Debt of Domestic Non-Financial 
Sectors as a Percentage of GDP 
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These data indicate that, over the period, the debt of 
persons and unincorporated businesses has increased 
relative to GDP. While both consumer credit and mort- 
gage credit contributed to this rapid rate of growth, 
mortgage credit has been more notable in this regard, 
gradually increasing its share of household debt over 
most of the period. The only sustained period during 
which debt in this sector grew less rapidly than GDP 
was the first half of the 1980s. This was a response to 
the situation in the late 1970s and early 1980s, when 
there were extremely high rates of interest associated 
with inflation, along with a steep recession and a 
sharp decline in housing prices. 


The debt of the government sector declined relative to 
GDP until the mid-1970s as governments ran budget 
surpluses or small deficits. Over the next two decades, 
as governments ran large deficits, the ratio of govern- 
ment debt to GDP more than doubled, rising from 
about 40 per cent in the mid-1970s to over 90 per cent 
in the mid-1990s. It subsequently fell back to under 
70 per cent in 2002 as governments balanced their 
budgets or ran surpluses. 


Outstanding debt of the non-financial business sector 
(including non-financial government enterprises) var- 


ied between 44 and 49 per cent of GDP in the 1960s and 
the first half of the 1970s and fluctuated in the 54 to 64 
per cent range for much of the following period. This 
rise in debt relative to GDP is partly accounted for by 
the relative decline of equity in non-financial private 
corporations (i.e., a rise in the overall debt-to-equity 
ratio). 


By type of instrument 


In Chart 2, we classify outstanding debt by the nature 
of the credit instrument used—loans, mortgages, and 
marketable debt (short-term paper and bonds).° The 
notable decrease through the 1960s and 1970s in the 
reliance on marketable debt corresponds to the rise in 
the use of mortgages and non-mortgage borrowing 
from financial institutions. This reflects, in part, the 
declining importance of governments as borrowers, 
since governments typically fund themselves by issu- 
ing marketable debt. At the same time, the rise in the 
relative importance of borrowing by households 
tended to increase the amount of borrowing from 
financial institutions, both mortgage and non-mort- 
gage, since households, lacking access to debt mar- 
kets, borrow almost entirely from financial 
institutions. 


The third major group, the corporate sector, uses both 
markets and financial institutions as sources of funds. 


Chart 2 


Outstanding Debt of Domestic Non-Financial 
Sectors, Breakdown by Instrument 
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3. In this database, bonds include Canada Savings Bonds (CSBs), which are 
not marketable, but are highly liquid. The conclusions would not be affected 
by the exclusion of CSBs from the bond measures. 


Through much of the 1970s, corporations sharply 
increased their use of bank loans, largely because of 
the rise in inflation rates over this period and the asso- 
ciated rise in nominal interest rates. Given the great 
uncertainty during the 1970s about the outlook for 
future inflation and nominal interest rates, lenders 
and corporate borrowers were reluctant to lock them- 
selves into longer-term instruments. From the stand- 
point of the corporate borrower, if the rate of inflation 
fell, the ex post real rate it would take on by issuing 
medium- or long-term debt would be punitive. From 
the perspective of the lender, if inflation and nominal 
interest rates rose, the ex post real interest rates on 
longer-term debt would be negative. Under these con- 
ditions, corporations principally financed themselves 
using loans from the chartered banks,’ while lenders 
shifted into short-term instruments, including shorter- 
term bank deposits. 


What distinguished bank loans from bonds was the 
floating-rate nature of most bank loans (at an interest 
rate tied to the prime rate). Marketable bonds, in con- 
trast, locked in the interest rate for a longer period. At 
the time, a floating-rate longer-term bond with inter- 
est rates tied to a short-term market instrument that 
tend to adjust with the rate of inflation was not availa- 
ble in the Canadian market. In the absence of such a 
bond, corporate borrowers shifted to bank loans to an 
important extent. 


Returning to the overall picture, through the 1980s the 
share of marketable debt increased significantly at the 
expense of non-mortgage borrowing from financial 
institutions. This reflected in part the increase in the 
relative importance of government borrowing which, 
as noted earlier, is conducted mainly via bond issues. 
This tendency was accentuated by the slowdown in 
the growth of household borrowing from financial 
institutions in the first half of the 1980s and the reduc- 
tion through the decade in the relative importance of 
loans in corporate borrowing. The 1990s saw fairly 
stable shares of credit financed through the different 
instruments, since the increasing share of bonds and 
debentures issued by corporations tended to offset the 
declining role of governments and the increasing role 
of households as borrowers. Both of these latter devel- 
opments acted to increase the importance of financial 
institutions relative to markets. 


An important caveat is that these data are defined in 
terms of the nature of the originating lender and do 





4. During this period there were also large numbers of mergers and acquisi- 
tions, which increased the overall demand for funds, particularly bank loans, 
by the corporate sector. 
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not take into account subsequent developments. As 
we Shall see, an appreciable proportion of mortgage 
debt and household credit is now securitized and, for 
some purposes, should be included with marketable 
debt. That said, the securitization numbers are not so 
large as to seriously distort the interpretation of the 
broad trends set out above. ° 


Borrowing by the financial sector 


Chart 3 shows that, in recent years, financial entities 
have increased their use of credit markets more rap- 
idly than have domestic non-financial borrowers. A 
key factor in this increase has been the issue of bonds 
and short-term paper by the providers of asset-backed 
securities, i.e., the entities involved in securitization. 


Chart 3 
Financial Entities’ Share of Outstanding Debt 
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The relative roles of financial institutions 
and markets internationally 


In some countries, such as Japan and Germany, loans 
have dominated the financial landscape. In others, 
including the United States, the United Kingdom, and 
Canada, both loans and market instruments have been 
used extensively to fund ultimate borrowers. Of 
course, as we have seen, the type of entity that does 
most of the borrowing has an important influence on 
the instrument used. Governments in developed 
countries tend to use bond markets to fund their defi- 
cits, while households normally borrow from financial 
institutions through mortgages or consumer loans of 
various sorts. Small businesses also use financial insti- 





5. Securitization currently represents almost 7 per cent of total borrowing. 


tutions to meet their funding needs. It is the large cor- 
porate sector that has differed so significantly across 
countries in the way it has funded its financial 
requirements. (We consider this sector in more detail 
in the following section.) 


Interestingly, in the latter part of the 1980s, following a 
long period of good performance by the Japanese and 
German economies, a number of authors argued in 
various books and articles that the German and Japa- 
nese model of bank-led financing was superior to the 
“Anglo-Saxon” reliance on markets because of its abil- 
ity to take a longer-term outlook and to support cor- 
porations through temporary difficulties. More 
recently, with the better performance through the 
1990s of the U.S. and U.K. economies and the much 
poorer performance of the German and Japanese 
economies, some analysts have argued that market- 
led systems are superior to bank-led systems, since 
they allocate funds impartially and do not prop up 
corporations that should be allowed to fail. 


In a recent Bank of Canada working paper, Dolar and 
Meh (2002) surveyed the academic literature and con- 
cluded that, rather than being substitutes for each 
other, bank lending and market financing were com- 
plements, suggesting that “the issue is not intermedi- 
aries versus markets, but rather the creation of an 
environment for better-functioning intermediaries 
and markets.”© Similarly, the increased interest in 
emerging economies in recent years has led to exten- 
sive research on the underpinnings of effective and 
efficient intermediation and to the formulation of the 
“law and finance view” of financial development. This 
perspective emphasizes the importance of an effective 
and efficient regulatory system, a sound legal environ- 
ment, and solid arrangements for enforcing contracts 
in creating a financial services sector that supports 
economic growth. 


A Closer Look at Non-Financial 
Businesses 


We can further examine the behaviour of the non- 
financial business sector by using Bank of Canada 
data, which have somewhat different coverage than 
Statistics Canada data. The data published by the 
Bank show the estimated amounts of business finance 
outstanding at major private lenders (including loans 
to non-bank financial institutions and to government 
business enterprises) and the securities issued by non- 





6. Fora comprehensive empirical study of this issue that reaches similar con- 
clusions, see Levine (2002). 
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financial businesses (including federal government 
business enterprises). 


Chart 4 shows the composition of external financing 
(defined as funds raised from lenders and investors 
but not retained earnings) based on the Bank of Can- 
ada data. Consistent with the earlier discussion, the 
chart shows the rise in the share of loans in the 1970s 
and the reversal of this buildup in the 1980s and 
1990s. It also shows the increasing importance of 
short-term paper (bankers' acceptances plus commer- 
cial paper) throughout the 1980s. Bonds and deben- 
tures fell from about 20 per cent of external financing 
at the beginning of the 1970s to about 15 per cent at 
the end of the decade, where they remained through 
the 1980s, and then rose through the 1990s, reaching 
about 27 per cent at the end of 2002. Finally, equity 
issues declined from almost 45 per cent at the begin- 
ning of the period to a low of just above 20 per cent in 
the early 1980s, before recovering more recently to 

34 per cent. 


Interestingly, these trends mean that, for the non- 
financial business sector, the proportion of finance 
from capital market sources (short-term paper, bonds, 
equity) is currently broadly similar to what it was 
thirty years ago, with a long period of expansion in 


Chart 4 
Non-Financial Business Sector: Composition of 
External Financing 
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the share of funding from financial institutions fol- 
lowed by an offsetting contraction. 


These trends mean that, for the 
non-financial business sector, the 
proportion of finance from capital 

market sources .. . is currently 

broadly similar to what it was 
thirty years ago, with a long period of 
expansion in the share of funding 
from financial institutions followed 
by an offsetting contraction. 


A recent noteworthy development has been the 
change in attitude of a number of Canadian banks 
towards lending to large corporations (Freedman and 
Goodlet 2002). The banks have publicly announced 
that they will be reducing the size of their loan book to 
large companies and concentrating on corporations 
that undertake other business with them, particularly 
capital market services such as underwriting. For 
example, the National Post reported (23 October 2001) 
that the Royal Bank is, “taking an axe to its corporate 
loan division. RBC Capital Markets lends money to 
about 1,000 corporate clients. The bank will focus on 
about 500 'core' clients; the rest will be considered 
non-essential, and the loans may not be renewed 
when they come due.” 


Two related factors appear to be behind the cutbacks 
to large corporate lending. The first is the sharp 
increase in losses on such loans over the recent period. 
The second is the apparent difficulty in pricing the 
risks appropriately. To quote a senior Canadian com- 
mercial banker (National Post, 5 April 2002), corporate 
lending 


is a market with little discipline and no real 
barriers to entry. If it isn't the Swiss, it's the 
Germans. If it's not the Germans, it's the 
Americans. The Canadian banks... are also 
far from saints. Somebody is always trying 
to win market share. . . . In good times, the 
profitability of this product can only be 
described as poor. In bad times, it is much, 
much worse. 
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He went on to explain that the reason for lending to 
large corporations is “collateral revenues,” presuma- 
bly the fees from underwriting deals and advising on 
mergers and acquisitions. As a Moody's (2002) report 
put it, “for the Canadian banks, the loan syndication 
market is the entrée into securities underwriting.” 
Similarly, The Economist (11 January 2003) has reported 
on the steady withdrawal of U.S. banks from lending 
to companies with which they did not have additional 
business. That article also reported data (compiled by 
the Loan Pricing Corporation) that suggest that corpo- 
rate lending yields significantly less than other instru- 
ments used to fund corporations, such as bonds. 


This scenario raises a couple of puzzles from an eco- 
nomic perspective. First, why has it proven so difficult 
to price the risk on loans to large corporations appro- 
priately? Second, and relatedly, the implicit argument 
behind linking loans to corporations and providing 
capital market services to them is that corporate lend- 
ing by itself is a low-return activity (which uses up 
large amounts of bank capital), while capital market 
services yield significantly higher returns, such that 
the overall return on capital to the bank from the com- 
bined activity would be satisfactory. Indeed, some 
dealers not associated with banks complain that they 
find it hard to compete with the bank-owned dealers 
because they lack the banks’ capacity to offer lines of 
credit for corporate lending. However, if corporate 
lending does not offer a sufficiently high return to 
cover the cost of the capital needed to support it, why 
don't the spreads on such lending widen? Wider 
spreads would allow a financial service provider to 
charge lower fees to the companies that use capital 
market services, since the financial service provider 
yee. have less need to cross-subsidize the corporate 
loans. 


Even if the linkage is based on economies of scope 
(arising, say, from the joint use of information on the 
company in corporate lending and in underwriting), 
this would not explain the different rates of return on 
the two types of activity, only the ability of the joint 
supplier to undercut separate suppliers. The argu- 
ment is sometimes made that corporate lending is a 
low-return activity, since it has become commoditized 
and can be met by a wide variety of suppliers, but this 
does not resolve the puzzle. The ability of a company 
to access lines of credit from a range of financial serv- 





7. Anecdotal evidence suggests that this has begun to happen. 


ice providers should make it easier, not harder, for the 
company to use different firms to raise different kinds 
of funds, and thus make it more difficult for financial 
oe providers to link the different types of serv- 
ices. 


Are we moving to an environment in 
which large corporations become 
more dependent on market issues and 
less on bank borrowing? 


Other questions can be raised about this change in 
bank behaviour. Are we moving to an environment in 
which large corporations become more dependent on 
market issues and less on bank borrowing? Will large 
corporations become more closely tied to a single 
bank and use that bank for all their requirements? 
(This would be similar to the German hausbank or Jap- 
anese main-bank model.) How will this affect loan 
syndications? Will the concern about overconcen- 
trated portfolios lead banks to withdraw further from 
lending to large corporations and to focus their atten- 
tion as lenders increasingly on households and small- 
and medium-sized businesses? What are the macro- 
economic implications, if any, of such changes? 


Syndicated Lending, Securitization, 
and Credit Derivatives 


Until relatively recently, borrowing was done either 
through markets (i.e., bonds and short-term paper) or 
through financial institutions (i.e., loans and mort- 
gages) and the distinctions were very clear. Thus, 
banks and other financial institutions typically both 
originated loans and maintained the loan on their bal- 
ance sheets for its duration. Three elements in the loan 
process—a positive decision on the loan application, 
the provision of funds, and ongoing credit exposure— 
were linked or bundled together. In recent years, 
financial engineering has allowed these three ele- 
ments to be unbundled in a variety of ways. In some 





8. Another explanation offered for this tendency of borrowers to be more 
closely linked to a single provider of loans and capital market services is that 
borrowers prefer to be fully serviced by a single financial service provider. 
However, this explanation also fails to explain the puzzle related to the pric- 
ing of the different components of the financing relationship. 


nnn 
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of these ways, including syndicated loans and securi- 
tization, the loan instrument becomes similar to a 
marketable bond. To the two broad categories of bor- 
rowing (market issues and financial-institution financ- 
ing), we could thus add a third: hybrid instruments, 
such as syndicated loans and securitized instruments, 
which would fall between loan-type borrowing and 
bond-type issues. 


Syndicated lending 


In loan syndications, the originating bank sells most of 
a loan arrangement to other banks in the syndicate. 
While the originating bank earns the fees from origi- 
nation, it provides only a share (and sometimes only a 
small share) of the financing and assumes a corre- 
sponding share of the exposure to losses. A key 
advantage of syndication to the originating bank is 
that its loan book does not become overly concen- 
trated (1.e., insufficiently diversified) even though it 
arranges loans that can be large relative to its capital. 
Large loan syndications often comprise multiple loan 
tranches with different terms and features. The short- 
est maturities are typically targeted at traditional bank 
purchasers, while the longer-term tranches are aimed 
at institutional investors with longer-term horizons, 
such as insurance companies and investment funds. 
Secondary markets allow participants to adjust their 
exposures by selling or purchasing shares of the loans 
following the initial syndication.’ 


The loan-syndication process is most fully developed 
in the United States. In Canada, with a small number 
of large banks, loan syndicates still resemble “clubs.” 
That is, for large corporate loans, the lead bank, which 
is unwilling to take the full loan into its own portfolio 
because of concern about the size of the exposure rela- 
tive to its capital, will invite some or all of the other 
large Canadian banks to participate in the loan. The 
syndicated loan typically involves a one-year revolving 
segment and a term-loan segment with a longer matu- 
rity. Unlike in the United States, there does not exist in 
Canada a liquid secondary market in which exposures 
can be readily adjusted after the initial transaction. 


In Canada, a significant proportion of so-called “cor- 
porate” loans, i.e., loans to large corporations, have 
involved syndication. In contrast, commercial or mid- 
sized loans are typically held on the books of the orig- 
inating banks, in part since their smaller size does not 
result in concerns about the magnitude of the expo- 
sure relative to capital for the lending bank. 


9. Fora more detailed discussion of loan syndication, see Armstrong (2003). 


Securitization 


Securitization of loans—packaging a group of loans 
and issuing a security or series of securities giving the 
purchasers a claim on the package of loans—began in 
the United States in the mortgage-lending area and 
has since spread to credit card loans, receivables, other 
household loans, and small business loans. The securi- 
tization process typically also involves some form of 
credit enhancement by the originating institution or 
other party, which reduces the credit risk to the pur- 
chasers of the asset. For example, the underlying 
mortgage loans may be guaranteed by a government 
agency, or the loans may be insured against default by 
an insurance company. In some instruments, there are 
various loan tranches, ranging from less risky to more 
risky, and the purchasers can choose tranches that sat- 
isfy their appetite for risk and return. 


Chart 5 presents the percentage of Canadian mort- 
gages (mostly residential mortgages) that are securi- 
tized, which has risen gradually to its current level of 
over 11 per cent, and the percentage of Canadian 
consumer credit that is securitized, which has risen 
more sharply in recent years, to almost 20 per cent. In 
contrast, about 50 per cent of U.S. residential mort- 
gages and about 35 per cent of U.S. consumer credit 
are now securitized. The securitization of other loans 
in Canada appears to be considerably less important 
than it is for mortgages and consumer credit, amount- 
ing to less than 7 per cent of total loans at the end of 
2002 (according to Statistics Canada data). 


Chart 5 
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Differences in the term of mortgage loans and the 
method of their financing account for the different 
outcomes in the two countries. In the United States in 
the 1970s, savings and loan associations and mutual 
savings banks were the major providers of mortgage 
financing for households. On the asset side of their 
balance sheet, they held mortgage loans with a 25- to 
30-year term to maturity, while on the liability side 
they funded these loans with much shorter-term 
deposits. As long as interest rates were relatively sta- 
ble, this arrangement functioned reasonably well, and 
the institutions profited from the spread between 
longer-term loan rates and shorter-term deposit rates. 


The onset of inflationary pressures in the latter part of 
the 1960s and through the 1970s, however, ushered in 
much more volatile interest rates. As a result, there 
was rationing of credit at times of high interest rates 
when deposit-rate ceilings were in effect in the United 
States (which inhibited the funding of these institu- 
tions). And, with this sort of term mismatch on the 
books of the specialized mortgage lenders, loan losses 
followed the removal of the deposit-rate ceilings. 
These losses eventually led to the sharp contraction of 
the savings and loan sector.!° Securitization of mort- 
gages effectively changed the funding of mortgages, 
from a short-term source (i.e., short-term deposits) to 
a longer-term source (i.e., longer-term investors in 
mortgage-backed securities or MBSs) and hence 
largely eliminated the term mismatch that was the 
initial source of problems for the savings and loan 
industry. 


Why did the same process not play out in Canada? 
The answer is that, because of changes in legal 
arrangements, more risk-averse financial institutions, 
and perhaps luck, Canadian mortgages in the late 
1960s changed from fixed-rate 25- or 30-year instru- 
ments to instruments with an interest rate that rolled 
over every five years (or less). And, crucially impor- 
tant, the trust companies and banks that were the 
main providers of mortgage financing for households 
were able to match the 5-year interest rate commit- 
ment on their mortgages with deposits that had a 
5-year term. Later on, they offered a full range of terms, 
from floating to five years (and even 7- and 10-year 
terms), but they were able to match the term of the 





10. The full history of the U.S. savings and loan industry would also have to 
take into account the ability of these institutions to continue to operate in the 
face of losses because of deposit insurance and forbearance by supervisors, as 
well as the regulatory broadening of the types of businesses in which they 
could engage. 


assets with that of their deposit or other liabilities. 
The Canadian financial institutions were thus able to 

avoid the risk of term mismatch and earn a reasonable 
profit from the spread between loan rates and deposit 
rates. There was thus little incentive for the MBS mar- 

ket to develop in Canada in the same way as it did in 

the United States. 


A proportionately much smaller MBS market did 
develop in Canada in the 1990s for two quite different 
reasons than in the United States. First, with the 
increased emphasis on capital, banks chose to limit the 
growth in capital requirements by moving some of 
their assets off their balance sheet. By securitizing part 
of their mortgage portfolio, they were able to slow the 
growth of the assets against which capital had to be 
held. Second, with the increased attractiveness of 
mutual funds, deposit-taking financial institutions 
found it harder to attract term deposits to match 
5-year mortgages. While they were able to use interest 
rate swaps to lock in 5-year funds or go to the whole- 
sale market for 5-year financing, it turned out to be 
more profitable in some cases to securitize the mort- 
gages (and earn the fees associated with securitiza- 
tion) than to hold them on their books. 


Credit derivatives 


While both syndication and securitization have con- 
tinued to provide banks with ways of limiting and 
diversifying their exposure to credit risk, a more 
recently developed form of financial engineering, 
credit derivatives, has become increasingly important 
in the last few years.'! This instrument allows a bank 
to continue to hold a loan on its books while selling 
part or all of the credit risk to another entity that is 
willing to sell risk protection in return for a fee. If the 
event specified in the credit derivative contract takes 
place, the seller of the credit derivative (i.e., the pro- 
vider of protection) pays the purchaser of the credit 
derivative for the loss incurred. For example, if the 
specified risk is the bankruptcy of the company to 
which the loan was made and this is the event that 
triggers payment, the bank originating the loan is pro- 
tected against the loss associated with the bankruptcy. 
An important advantage of a credit derivative over a 
loan syndication is that the borrower is not aware that 
the bank with which it is doing business has chosen to 
limit its credit exposure to the borrower. 





11. Fora more detailed discussion of credit derivatives, see Kiff and Morrow 
(2000). 
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While both syndication and 
securitization have continued to 
provide banks with ways of limiting 
and diversifying their exposure to 
credit risk, a more recently developed 
form of financial engineering, credit 
derivatives, has become increasingly 
important in the last few years. 


Although banks have been natural buyers of credit 
derivatives (purchasers of credit protection), they 
have also sold credit derivatives (provided credit pro- 
tection). By doing so, they have been able to diversify 
their credit risks across corporations more broadly 
than they would have been able to do simply on the 
basis of the loan holdings in their portfolios. Data 
from a survey of financial institutions by the British 
Bankers’ Association presented in Chart 6 show that 
banks, securities houses, and hedge funds were net 
purchasers of credit protection, while insurance com- 
panies and reinsurers were net sellers. 


Chart 6 


Breakdown of Credit-Derivative Market 
Participants 
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While credit derivatives have grown rapidly, they are 
still very small in value compared to other forms of 
derivatives. Moreover, they have not yet become a 
major factor in Canadian loan markets, perhaps 
because of the large size of the major Canadian banks, 
which enables them to diversify loan risk on their bal- 
ance sheet much more effectively than smaller banks, 
and because of the use of syndication to diversify 
lending risks. However, some Canadian banks have 
been involved in U.S. credit-derivative markets. 


Bond and Equity-Market 
Developments: The Hollowing Out 
of Canadian Capital Markets? 


With increasing globalization, some observers have 
questioned the future of the bond and stock markets 
in countries that are on the periphery. Will they con- 
tinue to exist and to prosper or will activity increas- 
ingly shift to the more liquid, more resilient, and 
deeper markets in the major countries? In the case of 
Canada, we know that a significant amount of bor- 
rowing by Canadian corporations takes place in U.S. 
bond markets and that an appreciable number of large 
corporations are cross-listed on U.S. stock exchanges. 
Is this a harbinger of a future in which Canadian 
financial markets become ever less important, or is it a 
reflection of a longstanding and viable situation in 
which Canadian corporations make use of both Cana- 
dian and U.S. financial markets to conduct their 
financing? 


Bond markets 


To begin to address these questions, it is useful to 
examine the borrowing behaviour of Canadian corpo- 
rations over the past 25 years. We do this using Bank 
of Canada data that divide corporate bond issues by 
currency of denomination and country of issue. 


Chart 7 shows the percentage distribution of out- 
standing bonds issued by Canadian corporations, 
both non-financial and financial (as well as govern- 
ment enterprises), including issues of asset-backed 
securities related to securitization. !* Over the first 
decade covered by the data (1975-1985), a declining 
share, but well over half, of the outstanding issues 
were in Canadian dollars and issued in Canada. This 
ratio has remained at around 50 per cent since the 





12. Excluding asset-backed securities from these data does not materially 
change the conclusions provided here. 
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Chart 7 


Per Cent Distribution of Outstanding Bonds Issued 
by Canadian Corporations 
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mid-1980s. Euro-Canadian, Euro-U.S.-dollar, and 
other currency issues all rose through the 1980s 

and fell back in the 1990s.!8 Corresponding to these 
developments, during the 1990s, the share of out- 
standing bonds denominated in U.S. dollars and 
issued in U.S. markets increased and captured the 
share of issues that were no longer going into the lat- 
ter types of instruments. 


Chart 8 combines Canadian-dollar and Euro-Cana- 
dian-dollar issues, and similarly combines U.S.-dollar 
and Euro-U.S.-dollar issues. Clearly there has been a 
very gradual decline in Canadian-dollar issues over 
much of the 1990s, while U.S.-dollar issues have risen 
over the same period. However, considering that the 
measurement of the foreign currency component is 
inflated by the depreciation of the Canadian dollar 
over this period, it is noteworthy that the Canadian- 
dollar share more or less maintained its level. 


It is also worth noting that corporate bond issues as a 
whole, both non-financial and financial, grew very 
rapidly in all markets in the 1990s, as did the Cana- 
dian-dollar component of these issues. When account 
is taken of the low rate of inflation and, hence, of the 
relatively low growth of nominal GDP over the period, 
the growth rates are striking. As a percentage of GDP, 
Canadian-dollar corporate bonds outstanding rose 
from 9.0 per cent in 1991 to 10.0 per cent in 1996 to 





13. Euro-Canadian securities are Canadian-dollar issues placed outside 
Canada; Euro-U.S.-dollar securities are U.S.-dollar issues placed outside the 
United States. 


Chart 8 

Per Cent Distribution of Outstanding Bonds Issued 
by Canadian Corporations 
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16.5 per cent in 2001. Thus, virtually all of the increase 
came in the second half of the period (1996-2001) 
when the federal government was moving into a 
budget surplus and reducing its demands on the 
Canadian bond market. 


Over the same period (1996-2001), when federal gov- 
ernment debt denominated in Canadian dollars was 
declining in absolute value, provincial governments 
were shifting from foreign currency debt to Canadian- 
dollar debt, and term debt issued to finance securitiza- 
tions increased rapidly. Thus, over the five years, 
Canadian-dollar debt excluding federal government 
debt increased by 55 per cent, while total Canadian- 
dollar debt (i.e., including federal government debt) 
rose by 28 per cent, similar to the growth of nominal 
GDP. “Crowding in” of non-federal debt was very 
much at work over the period. 


Another, slightly different perspective can be gained 
by examining net new issues over the period (Chart 9) 
rather than levels outstanding. While choppy, these 
data show that for all corporations, the proportion of 
bonds issued in Canada over the last 15 years, 
although lower than the proportion seen before the 
mid-1970s, has, on balance, remained at about half the 
total. 


Why do Canadian corporations choose to borrow in 
foreign markets? A number of factors may affect their 
behaviour, although there is little empirical evidence 
regarding their relative importance. First, the size of 
issues clearly plays a role, with the average size of 
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Chart 9 
Total Net New Bond Issues: All Corporations 
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issues in the deeper U.S. market clearly larger than in 
the Canadian market. Corporations trying to raise 
large amounts of funds in the bond market are thus 
more apt to issue bonds in the U.S. market than in the 
Canadian market. In 2001, for example, the average 
size of U.S-dollar issues of Canadian corporate bor- 
rowers was more than three times that of Canadian- 
dollar issues. Second, longer terms to maturity are 
available in the U.S. market than in the Canadian mar- 
ket. 


A third factor may be the natural hedge that Canadian 
exporters have when borrowing in U.S. dollars. With 
the increase in Canada-U.S. trade in recent years, this 
factor may have increased in importance. Similarly, 
Canadian corporations that are considering direct 
investments in the United States will take into account 
the natural hedge from denominating their borrowing 
in U.S. dollars. 


A fourth factor relates to the growing role of the high- 
yield market in financing high-tech and telecom com- 
panies, companies without a long track record, and 
other companies with lower credit ratings, and to the 
very limited size of the high-yield market in Canada. 
The Canadian high-yield market is very much in its 
infancy and is characterized by a small number of 
issuers and a low value of outstanding debt. After a 
hesitant start, it peaked in 1997, when it accounted for 
an estimated 6 to 7 per cent of total corporate debt 
issues. The market stalled the next year in the after- 
math of the Asian financial crisis and the subsequent 
Russian debt default and near-collapse of Long-Term 
Capital Management (LTCM). It has since accounted 


for 3 per cent or less of annual corporate debt issuance 
in Canada. High-yield Canadian borrowers thus meet 
almost all of their financing requirements in the 
United States, where a deep and liquid high-yield 
market exists.!4 This high-yield debt accounted for 
roughly 40 to 50 per cent of the value of U.S.-dollar 
debt issued by Canadian firms in recent years. 


Finally, at times when the federal government was a 
large borrower in the Canadian bond market, it 
crowded out other borrowers, which then turned to 
foreign bond markets, most notably the U.S. bond 
market. 


Equity markets 


In the last 15 years, there has been increased reliance 
on foreign placements of net new equity issues. Nev- 
ertheless, the share of foreign placements of new 
issues—although volatile—seems relatively small, 
averaging about 12 per cent in the last five years 
(Chart 10). Thus, while the share of net new equity 
issues placed abroad has tended to increase in recent 
years, the vast majority of such issues are still placed 
in Canada, 


In the 1990s, the number of Canadian-based issues 
listed on both U. S. and Canadian exchanges increased 
sharply. Scaling these data by the number of stocks 
listed on the Toronto Stock Exchange shows that the 


Chart 10 
Total Net New Stock Issues: All Corporations 
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14. Canadian lenders wishing to purchase high-yield debt also tend to go to 
the U.S. market, which offers the possibility of more diversification than the 
narrower Canadian market. 


15. Although these data include income trusts, their exclusion would not 
materially change the conclusions reached here. 
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Chart 11 


Proportion of Interlisted Shares on the TSX: 
1980-2002 
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Source: TSX Review 


Chart 12 


Value of Trading in Canadian-Based Interlisted 
Shares: 1980-2002 
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percentage of interlisted firms increased modestly in 
the last 15 or so years, from about 12 per cent in the 


mid-1980s to about 15 per cent more recently 
(Chart 11). 


Although the absolute volume and value of trading of 
interlisted stocks on U.S. exchanges has also increased 





16. Measuring this by market capitalization would likely indicate a larger 
interlisted presence. 


Chart 13 


U.S. Exchanges’ Share of Trading in Canadian-Based 
Interlisted Issues: 1980-2002 
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Chart 14 


Number of Canadian Issuers Solely Listed in the 
U.S.*: 1994-2002 
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(Chart 12), there has been little change since the mid- 
1980s in the proportion of the value of these stocks 
traded on U.S. exchanges. About 40 to 50 per cent of 
total trading in interlisted stocks is on U.S. exchanges, 
which has been the case for some time (Chart 13). 
Finally, the number of Canadian-based firms listing 
exclusively on U.S. exchanges declined steadily from 
the mid-1990s through 2002 (Chart 14). 
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Have Canadian markets been hollowed out? 


What are the implications of this analysis of bond- and 
stock-market issues by Canadian corporations? The 
main findings from the data are as follows: 


¢ The corporate sector has had a large appe- 
tite for foreign sources of fixed-income 
finance since the early 1980s. 


¢ The share of total corporate bonds issued 
in Canadian dollars (and placed in Canada) 
has nevertheless remained fairly steady, at 
about half, over the past 15 or so years. 


¢ While Canadian equity issuers are turn- 
ing more to foreign markets, the extent of 
that reliance is currently small. 


¢ The percentage of Canadian-based firms 
interlisting on U.S. exchanges has 
increased only modestly in the last dec- 
ade, to about 15 per cent. And there has 
been little change since the mid-1980s in 
the percentage of trading of interlisted 
stocks on U.S. exchanges. 


e There has been a downward trend in the 
number of firms listing exclusively on 
U.S. exchanges. 


¢ Insum, despite somewhat increased reli- 
ance on foreign sources of funds over the 
last decade, the data reviewed here do not 
provide much support for the view that 
domestic capital markets have been aban- 
doned by Canadian firms or have been 
hollowed out. But other observers have 
reached more pessimistic conclusions and 
are concerned about future develop- 
ments. 


The data reviewed here do not 
provide much support for the view 
that domestic capital markets have 

been abandoned by Canadian firms or 
have been hollowed out. 


Looking forward, what factors are likely to influence 
the decisions by Canadian firms on whether to finance 
themselves in domestic or foreign markets? First, as 


noted earlier, U.S. capital markets are deeper and 
more liquid, which might allow easier access to 
cheaper capital for some Canadian firms (and also 
attract Canadian investors). Second, the breadth of 
instruments available for hedging credit risk contrib- 
utes to the structuring and placement of more risky 
transactions abroad. 


Third, it is possible that regulation of Canadian finan- 
cial markets is less efficient than it could be, which in 
effect taxes capital market activity in Canada. While, 
broadly speaking, easy access by Canadian firms to 
foreign sources of fixed-income and equity capital is 
positive for these firms, the possible inefficiency of 
capital market regulation in Canada remains a policy 
concern.!” In response to this concern, both federal 
and provincial authorities and market participants are 
working to increase the efficiency and effectiveness of 
Canadian financial markets and thereby facilitate the 
financing of Canadian corporations in Canada. 


Fourth, a key factor of continuing importance con- 
cerning the ability of the corporate sector to finance 
itself in Canadian markets will be the crowding in per- 
mitted by the absence of large net government issues 
of bonds in Canada as governments balance their 
budgets or run only small deficits. 


Finally, a somewhat theoretical point. As long as 
Canadian residents wish to hold Canadian-dollar 
assets—and there is no reason to believe that they will 
not for the foreseeable future—such assets will be in 
demand, thereby providing an incentive for govern- 
ments and domestic firms to supply such securities, 
including corporate bonds and equities. On this basis, 
we would therefore expect a Canadian capital market 
to continue to exist and to grow. 


What would help Canadian markets to flourish? 
e An efficient regulatory system 


¢ Continuing fiscal discipline on the part 
of Canadian governments—just as large 
fiscal deficits crowded out private borrow 
ers in earlier decades, fiscal consolidation 
will encourage their participation in the 
future, and 


¢ Recent trends in increased innovation and 
improved risk assessment in Canadian 
capital markets need to continue. 





17. For an overview of issues and of possible regulatory models, see Harris 
(2002) and MacKay (2002). 
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Measuring Interest Rate 
Expectations in Canada 





Grahame Johnson, Financial Markets Department 


e Financial market expectations regarding 
future changes in the target for the overnight 
rate of interest are an important source of 
information for the Bank of Canada. 


e Although expectations can be derived from 
the current yield on any short-term fixed- 
income asset, some assets have proven to be 
more effective predictors than others. 


e The implementation of a policy of fixed 
announcement dates has coincided with 
the increased predictive powers of these 
short-term assets. 


e Asa result of this improvement, a relatively 
simple model of the yield curve can now 
provide an accurate measure of financial 
market expectations. 


he decision-making process followed by 

the Bank of Canada regarding the setting 

of the target overnight interest rate! at a 

given fixed announcement date (FAD) was 
outlined in detail in the Summer 2002 issue of the Bank 
of Canada Review.” One of the central components of 
this process is a major briefing by Bank staff to the 
Governing Council, which incorporates four impor- 
tant pieces of information: 


(i) an analysis of the risks around the eco- 
nomic projection prepared by Bank staff 


(ii) the economic perspective from the regional 
offices 


(iii) an analysis of information from money and 
credit data, and 


(iv) financial market expectations regarding 
policy action. 


This article will focus on the last of these items, 
explaining why the Bank of Canada is interested in 
financial market expectations of future changes in the 
policy rate and detailing one method by which those 
expectations can be quantified. 


Interest rate expectations can be assessed using a 
variety of sources, including expectations implicit in 
the yields of money market instruments,° surveys 
of private sector forecasters, published reports from 
investment dealers, and regular interaction with 





1. The target for the overnight interest rate is the Bank’s policy rate, which is 
the key instrument it uses to implement monetary policy. 


2. See especially Macklem (2002). 


3. Money market instruments are defined as marketable interest-bearing 
assets with maturities of one year or less, as well as derivative products based 
on these instruments. 
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market participants. This article uses the first method: 
measuring expectations of future levels of the target 
overnight rate as implied by current money market 
yields. The theoretical assumptions behind the model 
used to measure the expectations are explained and 
tested. Following this, there is a demonstration of the 
actual derivation of implied expectations. 


Why Measure Interest Rate 
Expectations? 


An accurate assessment of financial market expecta- 
tions of future changes in the target overnight rate is 
important for several reasons. At the most fundamental 
level, the Bank of Canada attempts to influence the 
rate of inflation by adjusting the one policy instru- 
ment it can control directly—the target for the over- 
night rate of interest. The linkage between the target 
overnight rate and the rate of inflation follows three 
key steps. Step one is the effect the overnight rate has 
on other financial variables (longer-term interest rates, 
the exchange rate, and other asset prices); step two 
links these financial variables to aggregate demand, 
and then to the level of aggregate demand relative to 
the productive capacity of the Canadian economy (the 
output gap); step three moves from the output gap 
and expected inflation to actual inflation (Macklem 
2002). 


An accurate measure of market 
expectations can ... help policy- 
makers assess the potential impact of 
contemplated changes. 


The financial markets are the mechanism through 
which the first key step is realized. It is through them 
that changes in the target overnight rate are transmit- 
ted to the other financial variables. Since the effect of a 
change in the target overnight rate on these variables 
depends, in part, on the extent to which the change 
has been anticipated, it is helpful for policy-makers to 
be aware of the degree to which policy decisions 
would either constitute a surprise or are well antici- 
pated. Unanticipated changes in the target overnight 
rate can lead to large changes in other financial varia- 
bles, resulting in increased volatility and uncertainty. 


An accurate measure of market expectations can 
therefore help policy-makers assess the potential 
impact of contemplated changes. 


Interest rate expectations that are embedded in securi- 
ties prices can also be a valuable source of information 
about how market participants view the economy. 
Observed market prices represent an informal consensus 
of the future path of interest rates that can provide a 
point of comparison for the other sources of economic 
information used by the Bank listed above, such as 
internal economic forecasts, regional surveys, and 
money and credit data. Significant differences 
between the economic views of the Bank of Canada 
and those of the market that emerge from such com- 
parisons can also highlight issues that the Bank needs 
to address in future communications. 


The Expectations Hypothesis 


The model detailed in this article is based upon the 
expectations hypothesis, perhaps the best known and 
most intuitive theory of the term structure of interest 
rates. According to this hypothesis, longer-term inter- 
est rates are determined by the expected value of 
future short-term interest rates (see Box 1). A long- 
term interest rate is thus simply the average of 
expected future short-term rates plus a constant risk 
premium.’ If this hypothesis is correct, then the cur- 
rent level of longer-term rates can be used to estimate 
the expected future values of shorter-term interest 
rates. 


The expectations hypothesis has been subjected to 
extensive empirical testing, and the results have 
generally rejected the hypothesis.° Longer-term 
interest rates have not been shown to be particularly 
useful predictors of future short rates. There are two 
possible explanations for this poor performance. First, 
longer-term interest rates have provided accurate 
measures of market expectations, but the expectations 
have proved to be inaccurate (expectational errors). 
And second, the risk premium assigned to longer- 
term rates by the market is not constant, but varies 
over time. 





4. The risk premium amalgamates several factors, including the liquidity 
premium, the term premium, and the credit spread. 


5. Shiller (1990) provides a general literature review of ten studies that all 
reject the hypothesis. Canadian studies that also reject the hypothesis 
include Hejazi, Lai, and Yang (2000), Gravelle and Morley (1998), and Paquette 
and Stréliski (1998). 
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BOR if 


The Expectations Hypothesis 


The expectations hypothesis maintains that long- 
term interest rates are rational estimators of future 
realized short rates, plus a constant risk premium. 
For the analysis in this article, the short-term interest 
rate was defined as the target overnight rate. The 
hypothesis can then be expressed as follows: 


1 


d r 
Vie ane [TO +m.) 1] Q.|+a, 
i=0 


where Y;(r) is the r-period term rate at time t, ON, is 
the target overnight rate at time ¢, Q, is the informa- 
tion set at time ft, and o.. represents a constant risk 
premium which can be unique across different matu- 
rities. 

There are two versions of the expectations hypothe- 
sis. The first, the pure expectations hypothesis, sets 
a, equal to zero and maintains that investor expecta- 
tions of future short-term interest rates are the sole 
determinant of longer-term interest rates. The second 
version, the general expectations hypothesis, weak- 
ens this constraint slightly, allowing a, to take on 








non-zero values. These values, however, must be sta- 
ble over time. 


In order to estimate this relationship using ordinary 
least squares regression, we can rearrange this rela- 
tionship to become: 


ON 


Pantit ye 


=O BLY (r)} +e 


where 
1 


r r 
ONG = []o+om.0=0 
0) 


A dummy variable © was added to adjust for the 
emergency intermeeting ease in interest rates that 
followed the 11 September 2001 terrorist attacks, as it 
would be impossible to expect financial markets to 
be able to properly anticipate such an event. If the 
date of the emergency ease falls between t and t+r, © 
is set to one. Otherwise, © is set to zero. As well, the 
series was stochastically detrended by subtracting 
the current level of the overnight rate from both sides 
of the equation. 





Some more recent studies (Longstaff 2000, Sack 2002, 
Durré, Evjen, and Pilegaard 2003), however, support 
the expectations hypothesis over shorter time hori- 
zons. These studies have examined both European 
and U.S. short-term assets using a more recent sample 
period (beginning in the early 1990s) that coincided 
with the advent of generally increased levels of trans- 
parency among central banks. This greater transpar- 
ency may have reduced expectational errors and 
possibly allowed the expectations hypothesis to hold 
over the relatively short time horizons examined. As 
well, inflation rates became far more stationary over 
this period than they were in the prior decades. Rela- 
tively low, stable rates of inflation may have similarly 
reduced uncertainty and helped the expectations 
hypothesis to hold. 





Recent changes made by the Bank of Canada to the 
way it conducts monetary policy, including increased 
levels of transparency and the adoption of the fixed 
announcement dates, may have also helped market 
participants to formulate more accurate expectations. 
Greater transparency helps to raise market partici- 
pants’ awareness of the Bank of Canada’s view of the 
economy, and the fixed announcement dates have 
reduced much of the uncertainty over the timing of 
actual changes in the policy rate. If these changes have 
indeed helped to reduce expectational errors, then a 
model based on the expectations hypothesis may now 
be able to provide a reasonably accurate assessment of 
market expectations. 
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Recent changes made by the Bank of 
Canada to the way it conducts 
monetary policy ... may have also 
helped market participants to 
formulate more accurate expectations. 


Selection of Instruments 


The Canadian money market contains a wide variety 
of short-term marketable instruments. In theory, the 
market yields for all of these products should provide 
clues to market expectations. It is likely, however, that 
some instruments are more suitable than others for 
use in the expectations model, owing to such factors 
as liquidity, visibility, a wider base of investor partici- 
pation, and sufficient history to allow empirical test- 
ing. Listed below are the three money market assets 
that appear to be most suitable in this regard. 


Treasury bills represent short-term obligations of the 
Government of Canada. They are issued regularly for 
3-month, 6-month, and 1-year terms. These instru- 
ments are issued at a discount, pay no coupon, and 
mature at par value. The secondary market for treas- 
ury bills is very liquid, with an average daily trading 
volume of approximately $4.24 billion.® 


Schedule “I” bankers’ acceptances (BAS) are tradable, 
short-term corporate obligations that are guaranteed 
by the accepting banks. While they can be issued for 
any maturity, bankers’ acceptances are typically 
issued for terms of one, two, three, six, and 12 months, 
with the majority of the issuance concentrated at three 
months and under. Bankers’ acceptances have recently 
represented one of the most liquid instruments in the 
money market, with an ee. daily trading volume 
of approximately $5.3 billion. 


Foreign exchange forward implied rates. A foreign 
exchange (FX) forward contract is an agreement 
between counterparties to exchange two currencies at 
a set price on a future date. The forward exchange rate 





6. Volume data for treasury bills are based on 2002 Investment Dealers’ 
Association statistics. 


7. Volume data for bankers’ acceptances are based on 2002 Investment 
Dealers’ Association statistics. 
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is dependent upon the current spot exchange rate and 
the interest rate differential between the two currencies 
for the term of the forward agreement.® If we know 
the forward price of a currency, it is possible to extract 
the implied-term interest rate differential over the life 
of the agreement. Given the forward price, the spot 
price, and the appropriate U.S.-dollar interest rate, it is 
possible to calculate the implied domestic interest rate 
for the equivalent term. 


These specific assets meet a number of criteria. They 
are frequently traded liquid instruments that have a 
large outstanding stock or open interest. As well, 
prices are readily observable and a historical yield 
series is available for empirical testing. Other assets, 
including overnight index swaps, do not yet have a 
sufficiently large yield history to allow for testing. 


Testing the Hypothesis 


The expectations hypothesis was tested over two dif- 
ferent time periods, using the three instruments out- 
lined above. Two time periods were used because, 
before implementing the fixed announcement dates in 
November 2000, the Bank of Canada could change the 
target for the overnight rate on any date. Once the 
Bank adopted the system of fixed announcement 
dates, it made a commitment to consider changes to 
the overnight rate on a series of eight pre-announced 
dates each year. Intermeeting moves, while possible, 
would only be made under exceptional circum- 
stances.” The first (pre-FAD) sample covers the period 
from July 1996 to October 2000; the second (post-FAD) 
sample covers the period from November 2000 to 
March 2003. Splitting the sample allows an examina- 
tion of whether the expectations hypothesis more 
accurately represents the behaviour of yields in the 
money market since the fixed announcement dates 
were adopted. 





8. In Canada, the spread between the spot and forward rates for term f is a 
function of the spread between U.S.-dollar LIBOR and the Canadian-dollar 
equivalent interest rate over the same term. The British Bankers’ Association 
LIBOR setting is the most widely used benchmark for short-term U.S.-dollar 
interest rates. LIBOR stands for the London Interbank Offered Rate and is the 
rate of interest at which banks borrow funds from other banks in the London 
interbank market. 


9. In the press release announcing that it was adopting a system of fixed 
announcement dates, the Bank stated that it would retain the option of taking 
action between fixed dates, although it would exercise this option only in the 
event of extraordinary circumstances. To date, only one intermeeting move 
has occurred. On 17 September 2001, the Bank lowered the overnight rate by 
50 basis points following the 11 September 2001 terrorist attacks. 








To test the hypothesis, the regression equation out- 
lined in Box 1 was estimated over the two periods, 
using ordinary least squares. The results, detailed in 
Box 2, showed a substantial improvement in the pre- 
dictive power of all assets in the post-FAD period. We 
cannot say unequivocally that the implementation of 
the fixed announcement dates was responsible for this 
improvement. However, the results support the con- 
clusions reached by Parent (2002-2003) that, since the 
adoption of the fixed announcement dates, financial 
markets appear to have a greater focus on domestic 
economic conditions and a better appreciation for the 
elements that drive monetary policy. They further 
suggest that expectational errors in pricing money 
market assets have likely been reduced. 


The results also show that, in the post-FAD period, the 
expectations hypothesis could not be rejected for 
either the 1- or 3-month terms. According to the 
hypothesis, the value of the 8 coefficient produced by 
the equation should equal one. In the post-FAD period, 
at least one asset in each maturity produced estimates 
of 6 that were not significantly different from one. 


Box 2 


Regression Results 


The expectations hypothesis was tested by estimat- 
ing the following regression equation: 


ON ON o= = G4 PLT Ar) ON [+0 +e 


ETE: t 


The equation was estimated over two time periods. 
The period from July 1996 to October 2000 repre- 
sents the pre-FAD sample, and the period November 
2000 to September 2002 represents the post-FAD 
sample. Yields from treasury bills, bankers’ accept- 
ances, and foreign exchange forwards were used as 
the independent variable Y;(r). 


According to the expectations hypothesis, the value 
of 8, that the regression produces should be equal 
to one. If this is true, then the hypothesis cannot be 
rejected. One- and 3-month maturities were tested, 
and the results appear in the table. 





Charts 1 and 2 plot the evolution of this coefficient 
over time, showing that, after a relatively brief adjust- 
ment period following the implementation of the 
fixed announcement dates, the values of B started to 
converge towards the expected value of one. 


All of the money market assets tested showed significant 
improvements in predictive power after the imple- 
mentation of the fixed announcement dates. Some 
assets, however, performed better than others. Bank- 
ers’ acceptances were best in the 1-month term, while 
all three assets performed similarly in the 3-month 
sector. Given the dominance of bankers’ acceptances 
in the 1-month term, and the desirability of maintain- 
ing consistency of instruments across the yield curve, 
it was decided that the expectations model should use 
bankers’ acceptance yields for both 1- and 3-month 
maturities. !° 





10. Consistency of instruments across the yield curve allows for easier inter- 
pretation of the results. It also allows for smoother interpolation between data 
points. 


Regression Results* 


1-month asset br 3-month B R? 
By 1 
asset 
Treasury bill 0.04 0.2% ‘Treasury bill OS 19.3% 
pre-FAD (0.00) pre-FAD (0.00) 
Treasury bill 0.69 67.3% Treasury bill 1.02* 85.0% 
post-FAD (0.00) (61.3%) post-EAD (0.71) (72.3%) 
Bankers’ acceptances 0.78 39.5% Bankers’ acceptances 1.11* 51.8% 
pre-FAD (0.02) pre-FAD (0.19) 
Bankers’ acceptances 0.99* 82.0% Bankers’ acceptances 1.03* 83.4% 
post-FAD (0.89) (76.1%) post-FAD (0.96) (70.5%) 
FX implied 0.40 18.1% FXimplied 0.95* 44.4% 
pre-FAD (0.00) pre-FAD (0.59) 
FX implied 0.78 67.1% FXimplied LOZ 81.9% 
post-FAD (0.01) (60.0%) post-FAD (0.70) (66.3%) 


. R* values are not directly comparable between the pre- and post-FAD periods, as 

the post-FAD sample includes another explanatory variable in the regression 

(the 11 September 2001 dummy variable). The post-FAD R? values in brackets are the 
values when the dummy variable is excluded from the estimation. 

P-values appear in brackets. When the p-value is greater than 0.10, the observation is 
marked with an asterisk and the expectations hypothesis cannot be rejected at the 

90 per cent confidence level. 


po) 
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Chart 1 
Rolling Beta(p) Estimates: 1-Month BAs 
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Rolling Beta(p) Estimates: 3-Month BAs 
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The results demonstrate that, while we cannot assign 
causality, the expectations hypothesis appears to 
accurately describe the mechanics of the short-term 
(less than three months to maturity) segment of the 
Canadian yield curve in the post-FAD period. 


i) 
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All of the money market assets tested 
showed significant improvements in 
predictive power after the 
implementation of the fixed 
announcement dates. 


Expectations Beyond Three Months 


The assets examined up to this point have all had 
terms to maturity of three months and under. To 
measure market expectations beyond this 3-month 
horizon, we need to use instruments that have longer 
terms to maturity than those examined thus far. As 
noted above, considering the desirability of maintain- 
ing consistency of instruments across maturities, 
longer-maturity bankers’ acceptances would be the 
natural choice, given that they are the assets selected 
for the 1- and 3-month terms. There are problems with 
this approach, however. While bankers’ acceptances 
are issued with maturities of six and 12 months, these 
maturity tranches are relatively illiquid. 


There is an alternative to using longer-maturity bank- 
ers’ acceptances that still maintains the consistency of 
instruments. The 90-day bankers’ acceptance futures 
contract (BAX) traded on the Montreal Exchange repre- 
sents a notional amount of $1,000,000 worth of 3-month 
bankers’ acceptances and converges on the 3-month 
bankers’ acceptance rate upon maturity.!! These con- 
tracts are similar to the euro-dollar futures contracts in 
the United States and represent one of the most liquid 
and heavily traded instruments in the Canadian 
money market.!? These contracts allow for the creation 
of “synthetic” bankers’ acceptances with longer terms 
to maturity than three months, which can then be 
used to measure expectations over a longer time 
horizon. 


To determine whether these contracts are suitable for 
measuring expectations, the first three contracts were 
tested to see if they are unbiased predictors of future 





11. Fora review of the bankers’ acceptance futures contract, see Harvey 
(1996). 


12. Average daily volume as of February 2003 was over 12,000 contracts 
(representing a notional value of $1.2 billion), and average open interest 
was approximately 85,000 contracts (Montreal Exchange 2003). 


3-month bankers’ acceptance rates.!° The test was 
restricted to the first three contracts because liquidity 
drops off quickly beyond this point. The details of the 
regressions appear in Box 3. 


The results support the hypothesis that, over an entire 
interest rate cycle, the first three BAX contracts were 
rational estimators of future 3-month bankers’ accept- 
ance rates. The results for the first contract were very 
robust, comparable to those for the 1- and 3-month 
bankers’ acceptances. The results for the second and 
third contracts were less robust, although still signifi- 
cant, reflecting the increased uncertainty associated 
with longer-maturity instruments. Nevertheless, these 
full-period results are strong enough to warrant 
including the BAX contracts in the expectations model. 
As these contracts are widely used as indicators of 
interest rate expectations by market participants, the 
additional information likely outweighs the continued 
increase in uncertainty generated by moving further 
out the time-to-maturity spectrum. 





13. The first three contracts are the three quarterly contracts that have the 
closest settlement dates. 


Boxes 


BAX Regression Results 


The expectations hypothesis was tested using BAX 
contracts by estimating the following regression 
equation: 





3mBA,,—3mBA, 
= -a+f,[BAX,-3mBA,]+B,O0+¢€ 


where 3mBA,, represents the 3-month BA rate at the 
time of the BAX contract’s settlement, 3mBA; is the 
current 3-month BA rate at time t, and BAX; is the BAX 
contract yield at time t. 





According to the expectations hypothesis, the value 
of B, that the regression produces should be equal to 
one. If this is true, then the hypothesis cannot be 
rejected. The first three contracts were tested and the 
results appear in the table. 


Regression Results* 


Contract 6 b R? 
1 
First BAX 0.98* 45.6% 
(0.89) (35.7%) 
Second BAX 0.82* 61.0% 
(0.07) (38.5%) 
Third BAX 0.87* 72.9% 
(0.15) (48.1%) 


a. R? values in brackets represent the values when the 11 September 2001 dummy variable 


b. P-values appear in brackets. When the p-value is greater than 0.05, the observation is 


Deriving Interest Rate Expectations 


The expectations hypothesis has been shown to pro- 
vide a reasonably accurate description of the behav- 
iour of yields in the Canadian money market after the 
implementation of the fixed announcement dates. 
Current market yields can therefore be used to derive 
implicit interest rate expectations. The first step in this 
derivation is to construct a yield-to-maturity curve 
from the observed yields of money market instru- 
ments, which can then be used to derive implied for- 
ward overnight rates. !4 


The observed market yields on bankers’ acceptances 
must be adjusted for the presence of constant risk pre- 
miums. Estimated average values for the risk premi- 
ums were obtained by setting 6 =1 and re-estimating 
the regressions outlined above. Their values appear in 
Table 1. 





14. Forward interest rates are implied break-even rates. They represent the 
level that future interest rates will have to reach in order to equate returns 
across assets of different maturities. For example, the 1-month forward rate is 
the implied rate that will equate the returns from holding two consecutive 
1-month assets and holding a 2-month asset. 





is excluded from the regression. 


marked with an asterisk and the expectations hypothesis cannot be rejected at the 
95 per cent confidence level. 
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Table 1 
Estimates of Risk Premiums 








Instrument Estimated risk Estimated risk Total risk 
premiums relative premiums relative  premiums* 
to overnight rate to 3-month BAs 

1-month BA 4 bps 4 bps 

3-month BA 11 bps 11 bps 

First BAX 11 bps 0.1 bp per day 11 bps + 0.1 

to settlement bp per day 
of contract to settlement 

Second BAX 11 bps 15 bps 26 bps 

Third BAX 11 bps 28 bps 39 bps 





a. The estimated risk premiums for the BAX contracts are relative to the 3-month bankers’ 
acceptance rate at the contract's expiry. As a result, the total risk premium for each con- 
tract needs to include the 3-month bankers’ acceptance premium. 


Once the observed market yields have been adjusted 
by the estimated average risk premiums, a combina- 
tion of 1- and 3-month bankers’ acceptance rates and 
the first three BAX contracts can be used to construct a 
yield-to-maturity curve extending to almost one year, 
which is generated by “rolling” together a series of 
bankers’ acceptances and BAX futures contracts. The 
following example demonstrates the process, using 
price data from 17 December 2002, where: 


3-month bankers’ acceptance rate = 2.87% 
first BAX (17 March 2003) rate = 2.85% 


A 6-month bankers’ acceptance could have been 
replicated by purchasing a 3-month bankers’ accept- 
ance and the first BAX contract, which settled on 

17 March 2003. The first contract yielded 2.85 per cent, 
which effectively guaranteed a rate of 2.85 per cent on 
a 3-month bankers’ acceptance on 17 March. The strat- 
egy is illustrated in the following timeline: the 6-month 
(181-day) rate is replicated by purchasing a 3-month 
bankers’ acceptance and rolling the investment over 
into another 3-month bankers’ acceptance at a guaran- 
teed rate of 2.85 per cent on 17 March 2003. The effec- 
tive rate from this strategy is 2.86 per cent. This 
process can be extended to include the next two con- 
tracts, generating spot yields for terms up to one year. 


ere recA OY At el LCG C2 Yh Nae ee 
a 
2.87% (90 days) 2.85% (91 days) 


3-month BA rate March 03 BAX 


——_> +—___. — + 
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The above example uses market yields that have not 
been adjusted for the presence of risk premiums. To 
measure market expectations, it would first be neces- 
sary to adjust the observed yields by the estimated 
risk premiums, then to construct a yield-to-maturity 
curve using the method outlined above. Once this 
curve is constructed, it can be used to derive implied 
forward yields for various start dates. These forward 
rates are calculated by solving for the implied rate that 
equates the returns realized by holding a longer-term 
asset or by rolling over a series of daily investments at 
the overnight rate. Forward rates represent break- 
even rates: the level that future overnight rates would 
have to reach in order for the two investment strate- 
gies to produce equal returns. 


Current market yields can therefore 
be used to derive implicit interest rate 
expectations. 


Using this methodology, the yield-to-maturity curve 
can be used to calculate the implied future overnight 
rate for any specific date in the horizon under exami- 
nation. Since we have restricted the yield curve to 
instruments maturing within approximately one year, 
it is only possible to calculate forward rates for 

12 months. This period, however, covers the horizon 
that is of most interest to policy-makers. As we extend 
beyond one year, market expectations become increas- 
ingly uncertain. 


Measuring Expectations: An Example 


In the following example, market expectations for the 
target overnight rate are derived using observed 
money market yields from 8 May 2002, when market 
expectations were anticipating gradual increases in 
the overnight rate. The actual money market yields 
are outlined in Table 2. 


Following the process of rolling together a combina- 
tion of 3-month bankers’ acceptances and BAX con- 
tracts that was outlined above, these adjusted yields 
are then used to create the yield-to-maturity curve 
that appears in Table 3. 


This final adjusted yield-to-maturity curve can then be 
used to extract the implied forward overnight rates for 


Table 2 
8 May 2002 Yields 








Instrument Maturity Yield Estimated Adjusted 
risk premium yield 

Overnight rate 9 May 2002 2.2570 0 2.25% 

1-month BA 10 June 2002 2.34%  4bps 2.30% 

3-month BA 12 Aug. 2002 2.55% 11 bps 244% 

First BAX 17 June to 2.73% 15bps 2.58% 
17 Sept. 2002* 

Second BAX 17 Sept. to 3.20%  26bps 2.94% 
16 Dec. 2002 

Third BAX 16 Dec. 2002 to 3.78% 39 bps 3.39% 
17 Mar. 2003 





a. The first BAX contract on 8 May was the June 02 contract. This contract settled on 
17 June 2002, meaning the yield on the futures contract represented the future expected 
3-month yield between 17 June and 17 September. 


Table 3 
8 May 2002 Yield-to-Maturity Curve 








Term Yield to maturity 
1-day — 9 May 2002 2.25% 

1-month — 8 June 2002 2.29% 

3-month — 8 August 2002 2.43% 

6-month — 8 November 2002 2.60%" 

9-month — 8 February 2003 2.80% 





a. The 6- and 9-month spot yields were calculated by rolling together a 3-month bankers’ 
acceptance and a series of BAX contracts (as described in the previous section). 


upcoming fixed announcement dates. The implied 
forward rate f can be extracted from the yield-to- 
maturity curve using the following equation: 


(a+b) 
_ A+ za+5)) 


a 
ic) 


where z is the yield-to-maturity for a specific term, a is 
the start time for the forward rate (i.e., the time to the 
FAD date in question), and b is the term-to-maturity of 
the forward rate (i.e., the 1-day rate). 


It is these implied forward overnight rates that pro- 
vide estimates for the expected level of the target 
overnight rate at a given date. This expected level can 
then further be transformed into probabilities (P) that 


the overnight rate will change from one level (ON,) to 
another (ON; , 1). The formula for calculating the 
probability P is as follows: 


(ON) 


| 
(ON, ,,—ON,) 


where f is the implied forward overnight rate at the 
time of the specific fixed announcement date. 


Some caveats to these probability calculations should 
be noted. The implied overnight rate gives the market's 
current expectation of what the level of the target 
overnight rate will be on a given date. It does not give 
any information about the path that rates could take 
to reach that level. The probability calculation used 
assumes that the overnight rate can take one of only 
two possible discrete values at the next fixed 
announcement date. This is clearly an oversimplifica- 
tion, as there are some non-zero probabilities that the 
overnight rate could assume a wider range of possible 
values. While the results in Table 4 suggest that the 
market had priced in an increase to the overnight rate 
of 25 basis points with 100 per cent certainty, it is also 
possible that expectations were split, with 50 per cent 
of participants expecting no move and the other 

50 per cent expecting an increase of 50 basis points. 
Market convention, however, is to base probabilities 
on discrete intervals of 25 basis points, as historically, 
the Bank has limited its changes to the target overnight 
rate to increments of 25 (e.g., 25, 50, or 75 basis points). 


In this example, the 9-month horizon spans six fixed 
announcement dates. The implied overnight rates fol- 
lowing each of these six dates and the associated prob- 
abilities are shown in Table 4. 


Table 4 
Implied Overnight Rates as of 8 May 2002 


Fixed announcement Implied Probability of 

date overnight rate rate change 

4 June 2002 2.50% 100% of an increase to 2.50% 

16 July 2002 2.54% 16% of a further increase to 2.75% 
4 September 2002 2.70% 80% of an increase to 2.75% 

16 October 2002 2.86% 44% of a further increase to 3.00% 
3 December 2002 3.03% 12% of a further increase to 3.25% 
21 January 2003 3.35% 40% of a further increase 


from 3.25 to 3.50% 
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The implied overnight rate is the 1-day forward rate 
for the fixed announcement date in question. As 
Table 4 shows, on 8 May 2002, the money market had 
fully priced in an increase in the overnight rate from 
2.25 per cent to 2.50 per cent for the fixed announcement 
date of 4 June. Progressively more tightening in the 
rate was priced in for subsequent fixed announcement 
dates, reaching 110 basis points by the fixed announce- 
ment date of 21 January 2003. The expected path of the 
target overnight rate is illustrated in Chart 3. 


Conclusion 


The results of this analysis support the conclusion 
that, while no causal link has been proven, the shift to 
the system of fixed announcement dates has coincided 
with the substantially increased predictive powers of 
the short-term assets examined. As well, the expecta- 
tions hypothesis now appears to be a reasonably accu- 
rate representation of the mechanics of the short end 
of the Canadian yield curve. As a result, a relatively 
simple model based on the expectations hypothesis 
provides accurate measures of market expectations. 


The results obtained from this quantitative model can 
then be combined with other, more qualitative, assess- 


Literature Cited 


Durré, A., S. Evjen, and R. Pilegaard. 2003. “Estimat- 
ing Risk Premia in Money Market Rates.” 
European Central Bank Working Paper No. 221. 


Gravelle, T. and J. Morley. 1998. “Testing the Expecta- 
tions Hypothesis: A Time-Varying Parameter 
Approach to Estimating the Term Premium.” 
Bank of Canada Working Paper (unpublished). 


, P. Muller, and D. Stréliski. 1999. “Towards 
a New Measure of Interest Rate Expectations 
in Canada: Estimating a Time-Varying Term 
Premium.” In Information in Financial Asset Prices, 
179-216. Proceedings of a conference held by the 
Bank of Canada, May 1998. Ottawa: Bank of 
Canada. 





Chart 3 
Implied Overnight Rates 
8 May 2002 

% 
3.50 3.50 
3.25 3.25 
3.00 3.00 
PLATS) 25 
2.50 2.50 
25) 2.25 

4 June 16 July 4 Sept. 16 Oct. SiDeo: 21 Jan. 


ments of market expectations, including survey results 
and general market commentary, and the resulting 
market expectations can then be communicated to 
Governing Council as part of the major briefing. 


Harvey, N. 1996. “The Market for Futures Contracts on 
Canadian Bankers’ Acceptances.” Bank of 
Canada Review (Autumn): 19-36. 


Hejazi, W., H. Lai, and X. Yang, 2000. “The Expecta- 
tions Hypothesis, Term Premia, and the Canadian 
Term Structure of Interest Rates.” The Canadian 
Journal of Economics 33 (1): 133-48. 


Longstaff, F. 2000. “The Term Structure of Very Short- 
Term Rates: New Evidence for the Expectations 
Hypothesis.” Journal of Financial Economics 
58: 397-415. 


Macklem, T. 2002. “Information and Analysis for Mon- 
etary Policy: Coming to a Decision.” Bank of Canada 
Review (Summer): 11-18. 





26 BANK OF CANADA REVIEW ® SUMMER 2003 


Montreal Exchange. 2003. “BAX Daily Summaries.” 
Available at < http: www.me.org/donnees_hist_eng. 
php>. 

Paquette, J.-Y. and D. Stréliski, 1998. “The Use of For- 


ward Rate Agreements in Canada.” Bank of Canada 
Review (Spring): 57-71. 


Parent, N. 2002-2003. “Transparency and the 
Response of Interest Rates to the Publication of 
Macroeconomic Data.” Bank of Canada Review 
(Winter): 29-34. 


Sack, B. 2002. “Extracting the Expected Path of 
Monetary Policy from Futures Rates.” 
U.S. Federal Reserve Board Working Paper 
No. 2002-56. 


Shiller, R. 1990. “The Term Structure of Interest Rates.” 
In Handbook of Monetary Economics, edited by 
B. Friedman and F. Hahn. Vol. 1, 627-723. North- 
Holland: Amsterdam. 


BANK OF CANADA REVIEW ® SUMMER 2003 OF 


7 eS ) 
wy Aen el reseere rene 4a 
wales ata Baer 


ine ah we eer yee 


ao. mn i ey yt 
oo 
lake Va 
4 1 enere 
ee = 'F i cident, & 


> 4 js yee 
oo > 
tt 606 tad nay 
6 a) ¢@ 6 
, ‘¢ mks be 7 a a) iy 
76 =P it hg Osrinew 
r ds 1G o@i ; S 
=e pe 
qi: => ¥ J a 
—— Je : _ = a. 7 
a a & _ a 
see ' 
3 — 7 a 
° -) o~ tuned ae 
© 7 + 7 a » o> 7 
a 7 Guat auf) ate, 
Moun (%, aoe ' op eee 
: . Geta tm pom Sousa 


va. Gn | NOREEN So ane ta ‘ote 
7? ~ Caste ey | 
& Suete‘ = 7 


7 _ = 
7 : 
; ; 


Feces 6 Gal s® 


oO 
_— ah 7 





Pie Ga, Siete Gy CGS 


==» Tie Gam eG e G6a6 (ty CS aalinernd 
1) Meas. Gani awe) 


ahaa © y> Sanne 


— bh. ws isa : > a= - hy ae 
— "hi lV eirtien be _ 
win VAary AteErye = ‘ 
Pp © - GA oe 
Veles' A_hiiea © 1. oa ; +; P= hyn! 
ie rh Ke ina, ~@. )ae9 y "7 om= 4 
Viet trae 2 i - GP 6 lame,” 3 | 
_ cal oa i. i 
S a7 : *) 6 ~~ 7 val 
a | Ad in - 
i =p La 
> 
> bag Nn > -s - mi 2 1 *De> Views 


ey VO) Lee S46 eee Cag of | hb =al 
on _ me is fd i ; 











Dollarization in Canada: 


An Update 





John Murray, Adviser, James Powell, International Department, 
and Louis-Robert Lafleur, Research Department* 


e In this note, the authors describe a special 
survey conducted by the Bank of Canada’s 
regional offices in 2002 that extends some 
earlier results reported in a previous 
Review article by Murray and Powell. 


e The special survey examined the payment 
and financial-reporting practices of 
Canadian firms with a view to determining 
if the U.S. dollar has started to displace 
the Canadian dollar as a preferred unit 
of account. 


e Across-section of Canadian firms was 
asked what currency (or currencies) they 
used: (1) for quoting sales to Canadian 
customers and to foreigners, (11) for 
reporting their financial results, and 
(111) for quoting salaries and wages. 


e The results suggest that the Canadian 
dollar is still strongly preferred for most 
pricing and financial-reporting activities 
in Canada, and that there is very little 
evidence of “dollarization.” 


* The authors would like to thank their colleagues at the regional offices for 
their assistance with this study. 


cademics and policy-makers have spent a 

great deal of time over the last few years 

debating the potential benefits of alterna- 

tive exchange rate arrangements for Canada. 
The fluctuating value of the Canadian dollar, coupled 
with the successful launch of the euro in 1999, have 
caused some observers to question the merits of 
Canada’s floating exchange rate and to recommend 
formal adoption of the U.S. dollar as Canada’s new 
national currency. The creation of a North American 
monetary union, they argue, would offer a number of 
significant economic benefits, including lower transac- 
tions costs and reduced exchange rate volatility. Others 
have suggested that there is no need for a formal mon- 
etary union between Canada and the United States, 
since Canada is already effectively being “dollarized” 
through informal market processes. Large parts of the 
economy, they maintain, already use the U.S. dollar as 
their principal medium of exchange, unit of account, 
and store of value. Any official decision to move to the 
U.S. dollar, therefore, would be largely irrelevant. 
Very little evidence has been put forward, however, to 
support these claims. 


In an effort to promote a more informed debate on 
these and related issues, Murray and Powell examined 
the available data in 2002 with a view to assessing the 
extent to which Canada had in fact been informally 
dollarized.' The results showed that, by most meas- 
ures, use of the U.S. dollar in Canada was very limited. 
Indeed, in some respects, Canada was less dollarized 
in early 2002 than it had been twenty or thirty years 
earlier. Moreover, the degree of dollarization was in 





1. Their results were subsequently published as a Bank of Canada Technical 
Report (Murray and Powell 2002a) and ina Review article, “Is Canada Dollar- 
ized?” (Murray and Powell 2002b). 
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many instances much lower than that recorded in 
other major industrial economies. While the relative 
importance of the U.S. dollar had increased modestly 
in some areas of the Canadian economy, this appeared 
to be driven by expanded world trade and increased 
international portfolio diversification, rather than any 
widespread movement out of Canadian dollars for 
domestic purposes. 


Initial Survey Results 


The purpose of this note is to update some of these 
earlier results. In their original work, Murray and 
Powell examined each of the three major functions of 
money—as unit of account, medium of exchange, and 
store of value—and tried to determine, first, how 
important the U.S. dollar was in Canada at that time, 
and second, if there had been any noticeable shift in 
the use of the U.S. dollar over the preceding few years. 
Although new research re-examining all three money 
functions is underway, this note focuses exclusively 
on the unit-of-account function and describes the 
results of an extensive cross-country survey com- 
pleted just before the end of 2002. 


The authors examined each of the 
three major functions of money .. . 
and tried to determine .. . how 
important the U.S. dollar was 
in Canada. 


The initial results reported by Murray and Powell for 
the unit-of-account function were based on a special 
survey conducted by the Bank of Canada’s regional 
offices in the spring of 2002.7 This survey was the first 
phase of a four-part project in which roughly 100 
different firms, covering the five major regions of 
Canada, were to be interviewed every three months 
throughout one year, producing a total sample of 





2. The Bank’s five regional offices are: Atlantic Canada, Quebec, Ontario, 
the Prairie provinces (includes the Northwest Territories and Nunavut), and 
British Columbia (includes the Yukon). Staff economists in each region con- 
duct quarterly surveys of business conditions, usually through one-on-one 
interviews with senior managers of firms, to collect information that is useful 
for the formulation of monetary policy. For more information on the activities 
of the Bank’s regional offices, see Amirault and Lafleur (2000). 


approximately 400 firms.° While these numbers are 
still relatively small, considering the total number of 
firms in Canada, it was hoped that by sampling across 
the country and selecting a group of firms that 
reflected economic activity in Canada, the final results 
would be broadly representative. 


In the first phase of the survey, senior managers from 
the first 100 firms in the sample were asked a series of 
questions about their firm’s pricing and accounting 
practices, including the following: 


Q1. Does your firm quote prices to Canadian 
customers in Canadian dollars, U.S. dollars, 
or both? 


Q2. Does your firm quote prices to foreign cus- 
tomers in Canadian dollars, U.S. dollars, the 
local currency (if different than the U.S. dol- 
lar), or some combination of currencies? 


Q3. Are your financial statements quoted in 
Canadian dollars, U.S. dollars, or both cur- 
rencies? 


The questions were designed to measure the extent to 
which the U.S. dollar is used as a unit of account for 
pricing purposes as well as for financial reporting. 
Based on earlier evidence in the economics literature, 
Murray and Powell expected that a large part of Can- 
ada’s trade with foreigners would be priced in U.S. 
dollars. Much of Canada’s international trade is with 
the United States, and it is common practice to price 
internationally traded goods and services in U.S. dol- 
lars—even when neither party to the transaction is 
American. This is testament to the dominance of the 
U.S. dollar in world trade and to its use as an interna- 
tional standard of value. 


Various authors, such as Black (1990) and Krugman 
(1984), have noted the following patterns in interna- 
tional invoicing. First, the currency of the exporting 





3. The total number of respondents in the survey varied depending on the 
question being asked. Although 100 firms were targeted in each sample, some 
firms elected not to participate or not to respond to some of the questions. 
While not a scientific survey, the firms selected to be interviewed were com- 
posed of a roughly equal mix of small, medium, and large firms based on the 
number of employees. They were also selected across the country from indus- 
tries roughly equivalent to their contribution to Canada’s gross national prod- 
uct. For example, the percentage of manufacturers interviewed would 
correspond to the percentage of manufacturing in the Canadian economy. 
Effort was also made to have the correct distribution of the subcomponents of 
the larger industrial sectors. Note as well that firms, while identified as 
belonging to a particular region, often have a national reach. 
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country is typically used for pricing unless the import- 
ing country is much larger than the exporting country. 
Second, sales from a subsidiary or branch of a large 
multinational firm based in the United States are more 
likely to be priced in U.S. dollars. Third, large multina- 
tionals are more likely to keep their books in at least 
one of the major currencies, even if it is not the domes- 
tic currency of the country in which the firm has its 
head office. Fourth, sales of relatively homogeneous 
and unrefined goods, such as grains, oil, minerals, and 
forest products, are almost always priced in U.S. dollars. 


For these reasons, it would not have been surprising if 
a significant portion of the Canadian firms interviewed 
by the Bank’s regional offices not only quoted their 
prices to foreign customers in U.S. dollars (question 2), 
but also kept their financial statements in U.S. dollars 
(question 3). The results that might have been 
expected for question 1 were perhaps less obvious, but 
many observers clearly believed that a significant por- 
tion of the firms’ domestic sales would also be priced 
in U.S. dollars. 


It would not have been surprising if a 
significant portion of the Canadian 
firms interviewed .. . quoted their 
prices to foreign customers in U.S. 

dollars. 


The results obtained in the initial phase of the survey 
are shown below (in parentheses) in tables 1 to 3. As 
the reader can see, only 6 per cent of the firms in the 
original sample quoted prices to Canadian customers 
exclusively in U.S. dollars (Table 1). Another 17 per 
cent quoted prices in both Canadian and U.S. dollars. 
More importantly, 77 per cent of all the firms surveyed 
priced exclusively in Canadian dollars. Some variation 
was observed across regions, with only 56 per cent of 
domestic sales in British Columbia priced in Canadian 
dollars. The authors attributed this to the large 
share of provincial economic activity that is concen- 
trated in primary products such as minerals and 
wood. 


Table 1 
Denomination of Domestic Prices 


Ql: Does your firm quote prices to Canadian customers in Canadian dollars, 
US. dollars, or both? 








Number Per cent of total responses® > 
of firms 

Can$ US.$ Both 
Canada 390 81 (77) 5 (6) 14 (17) 
Atlantic Canada 61 90 (94) 5 (0) 5 (6) 
Quebec 77 81 (62) 8 (10) 12 (28) 
Ontario 99 88 (81) 4 (8) 8 (8) 
Prairies 78 76 (89) 1 (0) 23 (11) 
British Columbia 75 70 (56) 8 (11) 22 (33) 


a. Numbers may not always sum to 100 due to rounding. 
b. The results from the initial phase of the survey are shown in parentheses. The final 
results are shown in bold. 


Table 2 
Denomination of Foreign Prices 


Q2: Does your firm que prices to Sees customers in Canadian dollars, 
U.S. dollars, the local currency (if different than the U.S. dollar), or some 
combination of currencies? 








Number __ Per cent of total responses” > 
of firms 
Can$ U.S.$ Local Combination 
Canada 326 24 (23) 52 (53) 4(7) 20(17) 
Atlantic Canada 47 11(0) 70(84) 2(8) 17(8) 
Quebec 70 27 (20) 53 (70) 4(0) 16 (10) 
Ontario 75 29 (45) 47(20) 10(25) 15 (10) 
Prairies 63 15 (15) 60 (62) 2 (ON 23128) 


British Columbia 71 32 (29) 39 (42) 1(0) 28 (29) 





a. Numbers may not always sum to 100 due to rounding. 
b. The results from the initial phase of the survey are shown in parentheses. The final 
results are shown in bold. 


Perhaps most surprising is that 23 per cent of Canadian 
firms quote prices to foreigners in Canadian dollars 
(Table 2). This figure was much higher than many 
observers would have expected, since most of 
Canada’s export sales are to the United States and 
involve intra-firm transactions of large multinationals. 
Also noteworthy is the small percentage of financial 
records kept in U.S. dollars (Table 3). 


Expanded Survey Results 


Since these results were based on a limited sample of 
approximately 100 firms, there was a risk that they 
might not be representative, particularly at the 
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Table 3 
Denomination of Financial Statements 


Q3: Are your financial statements quoted in Canadian dollars, U.S. dollars, 
or both currencies? 


b 





Number Per cent of total responses” 
of firms 
Can$ U.S.$ Both 
Canada 392 88 (82) 5 (7) 7 (11) 
Atlantic Canada 61 90 (94) 2 (0) 8 (6) 
Quebec id 92 (76) 5 (14) 3 (10) 
Ontario 99 82 (76) 4 (14) 14 (16) 
Prairies 79 87 (74) 5 (5) 8 (21) 
British Columbia 76 89 (94) 7 (6) 22 (0) 





a. Numbers may not always sum to 100 due to rounding. 
b. The results from the initial phase of the survey are shown in parentheses. The final 
results are shown in bold. 


regional level, where the sample sizes are quite small. 
In order to address this concern, three more surveys of 
roughly equal size were conducted in the summer, 
fall, and winter of 2002.4 It was hoped that the com- 
bined sample of approximately 400 firms would make 
it possible both to verify the earlier results and to 
draw somewhat stronger conclusions about the 
importance of the U.S. dollar as a unit of account. 
The results from the expanded sample would also 
permit a more extensive analysis of the factors that 
cause some Canadian firms to be more dollarized than 
others. 


To make the last three stages of the survey more 
informative, an extra question was added to the origi- 
nal set. In addition to asking firms about their pricing 
and accounting practices (questions 1 to 3), the Bank’s 
regional representatives also asked firms what curren- 
cies they used to quote domestic salaries and wages. 


Q4. Does your firm quote salaries and wages in 
Canadian dollars, U.S. dollars, or both? 


The final results for all four questions are shown in 
bold in Tables 1 to 4. The responses for questions 1 to 3 
are virtually identical to those reported in the initial 
study. Adding extra observations did not change them 
in any material way, except that a few of the anoma- 
lous results uncovered in the first survey seem to have 
disappeared.” The results for the full sample are, if 
anything, slightly stronger than those reported in the 
initial survey, and show even less evidence of dollari- 
zation. 





4. The results of these surveys were, unfortunately, not available until after 
the original study by Murray and Powell was published. 
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The vast majority of Canadian firms 
price their products and keep their 
financial statements in Canadian 

dollars. 


Only 5 per cent of the firms in the full sample quoted 
prices to Canadian customers exclusively in U.S. dol- 
lars, as opposed to 6 per cent in the original sample. 
While the percentage of firms quoting prices to for- 
eign customers exclusively in U.S. dollars was 
roughly unchanged at 52 per cent (Table 2), the per- 
centage of firms maintaining their financial statements 
exclusively in U.S. dollars fell from 7 per cent to 5 per 
cent (Table 3). With the exception of foreign sales, 
therefore, it would appear that the vast majority of 
Canadian firms price their products and keep their 
financial statements in Canadian dollars. 


The results for question 4, which report the currency 
denomination of salaries and wages, are even more 
convincing (Table 4). Roughly 99 per cent of the firms 
surveyed quoted salaries and wages for their Canadian 
workers exclusively in Canadian dollars. While the 
figures may be higher than expected, they accord with 
most people’s everyday experience. Very few workers 
in Canada, other than professional athletes, heads of 
multinational enterprises, and a few highly skilled 
specialists, have their salaries paid in a foreign cur- 
rency. 


Table 4 
Unit of Account for Canadian Salaries and Wages 


O4: Does your firm quote salaries and wages in Canadian dollars, U.S. 
dollars, or both? 


Number Per cent of total responses* 
of firms 
Can$ WSs Both 
Canada 293 99 0 1 
Atlantic Canada 45 100 0 0 
Quebec 56 100 0 0 
Ontario 74 97 0 3 
Prairies 60 98 0 2 
British Columbia 58 98 0 2 





5. The two most notable results from the first survey were (i) the relatively 
high percentage of B.C. and Quebec firms quoting prices to Canadian cus- 
tomers in U.S. dollars (Table 1), and (ii) the relatively high percentage of 
Ontario firms quoting prices to foreign customers in Canadian dollars (Table 2). 
Both of these anomalies disappeared in the full survey. 


Businesses Using the U.S. Dollar 


The results from the expanded sample provide 
enough data to allow us to examine in more detail the 
factors that distinguish firms that use the U.S. dollar 
from those that do not. As indicated earlier, past 
research suggests that “dollarized” firms tend to (i) be 
larger than most other firms, (ii) sell a large portion of 
their output to foreigners, (iii) specialize in the pro- 
duction of raw materials, and (iv) be part of a multina- 
tional firm. Since individual firms can be identified 
directly from the surveys, it should be possible to 
determine whether these stylized facts are broadly 
confirmed or rejected. 


In the main, there were very few surprises. Of the 390 
firms surveyed in Table 1, only 20 (5 per cent of the 
total sample) quoted prices to their Canadian customers 
exclusively in U.S. dollars (Table 5). Of these firms, 
seven were primary producers. Moreover, five of the 
seven manufacturers that quoted prices to Canadians 
in U.S. dollars produced goods related to commodities 
(e.g., wood and paper, metals, and petroleum). Thus, 
60 per cent of dollarized firms were linked to primary 
commodities. The remainder were involved ina range 
of activities, including transportation and storage, or 
in the high-technology sector (e.g., electronics, tele- 
communications, software). 


Looking at a broader group of 55 companies that 
quote prices to Canadians in both Canadian dollars 
and U.S. dollars, a similar story emerges. Primary pro- 
ducers accounted for eight companies, and another 
three of the 16 manufacturing companies were linked 
to primary commodities. For other firms (manufactur- 
ing or otherwise), the common link appeared to be 
that they were major exporters with both a Canadian 
and foreign client base. Consequently, dual pricing 
was part of their day-to-day business activity. Finan- 
cial services providers account for close to a fifth of 
companies quoting prices in both currencies to Cana- 
dians. In these cases, it is standard practice to price 
Canadian-dollar-denominated products in Canadian 
dollars and U.S.-dollar-denominated products in U.S. 
dollars. 


In terms of regional distribution, the proportion of 
firms that are dollarized tends to be slightly higher in 
British Columbia and the Prairies, reflecting the pre- 
ponderance of large producers of raw materials in 


Table 5 


Sectoral Distribution of Dollarized Firms 





NAICS* Industrial sector Number of firms 
who quote prices 
to Canadians in 


both currencies 


Number of firms 
who quote prices 
to Canadians in 

U.S. dollars only 





Primary i, 8 
Manufacturing 7 16 
Transportation and storage ? 9 
Telecommunications - B 
Utilities - 2 
Financial services - 10 
Other 4 8 
Total 20 55 


* North American Industry Classification System 


those provinces. Nevertheless, the variation across 
regions was generally quite modest—with the possi- 
ble exception of the percentage of firms quoting prices 
to foreign customers in U.S. dollars (Table 2), which 
ranged from a low of 39 per cent in British Columbia 
to a high of 70 per cent in the Atlantic provinces. 


The proportion of firms that are 
dollarized tends to be slightly higher 
in British Columbia and the Prairies. 


Conclusion 


The extended survey results reported in this technical 
note are similar to those published in the 2002 Review 
article, “Is Canada Dollarized?” Expanding the survey 
from 100 to 392 firms and adding an extra question 
related to salaries and wages did not materially 
change the results. The Canadian dollar continues to 
be used as the unit of account for most domestic trans- 
actions. Prices, financial statements, and virtually all 
salaries and wages are quoted in Canadian dollars. 
Use of the U.S. dollar is restricted largely to foreign 
sales and to the domestic activities of a few firms that 
sell raw materials. 
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Speeches 





Introduction 


Among the three speeches published in this issue are Governor David Dodge’s remarks to the Metropolitan 


Chamber of Commerce in Halifax on 18 June where he reviewed some of the developments that are 


influencing the Canadian economy. On 11 June, in an address to the Conference of European Statisticians 


in Geneva, Governor Dodge emphasized central bankers’ need for accurate, relevant, and timely statistical 


information as they strive to maintain both price and financial system stability. Deputy Governor Paul Jenkins, in 
a speech to the Association of Professional Economists of British Columbia on 3 April, reviewed recent global 
economic trends that have seen China become an important player and a formidable competitor in global markets. 


The full text of other speeches given by the Governor can be found on the Bank’s Web site at: 
http: / /www.bankofcanada.ca and include: 


17 July 2003 
12 June 2003 
5 June 2003 


13 May 2003 
30 April 2003 
29 April 2003 
23 April 2003 
7 April 2003 
18 March 2003 
12 March 2003 


29 January 2003 
23 January 2003 


Opening statement following the release of the Monetary Policy Report Update 
Remarks to the Conseil du patronat du Québec, Montréal, Quebec 


Remarks to the German-Canadian Business Club of Berlin-Brandenburg, 
Berlin, Germany 


Remarks to the Foreign Bankers’ Association in the Netherlands 

Opening statement to the Senate Banking, Trade and Commerce Committee 
Opening statement to the House of Commons Finance Committee 

Opening statement following the release of the Monetary Policy Report 
Remarks to the Canadian Council of Chief Executives, Washington, D.C. 
Remarks to the Italian Bankers Association, Rome, Italy 


Remarks at the Website Awards Event, Central Banking Publications and 
Lombard Street Research, London, England 


Remarks to the Canada-UK Chamber of Commerce, London, England 
Remarks at the Speakers Forum, Toronto, Ontario 


Opening statement following the release of the Monetary Policy Report Update 
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Canada and the Global Economy: 
Trends in Asia and Elsewhere 





Remarks by Paul Jenkins 

Deputy Governor of the Bank of Canada 

to the Association of Professional Economists 
of British Columbia (Victoria Chapter) 
Victoria, British Columbia 

3 April 2003 


British Columbia is Canada’s window on the 

Pacific Rim, it is fitting that I focus my remarks 

today on recent economic trends in Asia and their 
implications for the global and Canadian economies. I 
will also briefly review recent monetary developments 
in Canada. Clearly, though, now that the war in Iraq is 
a reality, everyone is focused on developments in that 
part of the world. We hope that the conflict will end 
soon, with a minimum of human suffering. 


| t's a pleasure to be back in Victoria. Since 


Over the past two years, the global economy has 
slowed significantly, largely reflecting the bursting 
of the high-tech bubble and heightened uncertainty 
related to corporate scandals and geopolitical con- 
cerns. The U.S. economy, which has been the world’s 
powerhouse since the mid-1990s, experienced a mild 
recession in 2001 and has recorded below-potential 
growth since then. 


Other major industrial countries have not taken up 
the slack. In Europe, growth has been disappointing, 
especially in Germany, which is currently flirting with 
recession. And the Japanese economy, which has gone 
through three recessions over the past five years, is 
still struggling with structural problems. So, even 
though there was a very modest upturn in activity in 
that country last year, most analysts expect sluggish 
growth, at best, in 2003. 


One bright spot in all of this has been the performance 
of emerging-market economies in Asia, which continue 
to recover from the financial crisis of 1997-98 with the 
support of strong domestic demand and relatively 
robust exports. These countries have also made con- 
siderable progress in addressing structural weak- 
nesses revealed by the Asian crisis. Financial systems 
are being restructured and domestic markets developed. 
These reforms and the adoption of more flexible 
exchange rates by many countries in the region have 
helped to significantly reduce their vulnerability to 
future crises. 


This positive outcome stands in stark contrast to the 
situation in many Latin American countries. With the 
notable exception of Mexico and Chile, sustainable 
growth continues to elude these countries. They con- 
tinue to be burdened by a legacy of debt, low domestic 
savings, and weak institutions, leaving them highly 
exposed to changes in investor sentiment. 


Another striking development in Asia is the growing 
importance of China. In less than a generation, that 
country has become a force to be reckoned with in the 
global economy. In many ways, its emergence on the 
world stage parallels the rise of Japan during the 
1950s and 1960s. 


For some, China is seen as a country of great economic 
potential and profit. For others, however, China is a 
growing competitive force and a source of potential 
deflationary pressure that could threaten global eco- 
nomic stability. After all, they say, who can compete 
against a country that has a virtually unlimited pool of 
cheap labour? 


Today, I would like to spend some time exploring 
these views. But first, some facts. 
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Since 1990, Chinese exports (excluding exports from 
Hong Kong) have grown by roughly 15 per cent per 
year. In 2002, China accounted for roughly 5 per cent 
of global exports, up from less than 2 per cent in 1990. 
China is now the fifth-largest exporter in the world, 
having surpassed Canada in 2001 and the United 
Kingdom in 2002. With its imports growing almost 

as quickly over the same period, China is now the 
world’s sixth-largest importer. One can expect Chinese 
trade to continue to grow rapidly, especially now that 
China has joined the World Trade Organization. 


In less than a generation [China] has 
become a force to be reckoned with in 
the global economy. 


While there are some concerns about the accuracy of 
China's economic statistics, there is no doubt that that 
economy has been expanding briskly. As a result, 
China is an important source of demand in the current 
weak global economic environment. Even though it 
represents only 4 per cent of the global economy, it 
accounted for 14 per cent of the increase in global GDP 
in 2002, second only to the United States. Moreover, 
last year, China attracted more than US$50 billion of 
foreign direct investment, roughly half of all such 
flows to emerging markets. 


Let us now look at bilateral Canada-China trade. 


Our foreign trade with China has also grown expo- 
nentially. Indeed, imports from China have risen 
sevenfold since 1990. The range of goods that we 
import from that country is also expanding and their 
quality is rising. Thus, in addition to the traditional 
imports of clothing, textiles, and low-value manu- 
factured goods, we are now importing furniture, 


electronic goods, and other consumer durables from 
China. 


Canadian exports to China (mainly raw materials and 
capital goods) have also grown substantially, doubling 
since 1990. Still, exports have risen much less than 
imports. And so we, as many other countries, are 
running a sizable trade deficit with China. 


Moreover, with China's growing presence in world 
markets, Canadian exporters are experiencing stiffer 
competition in certain export markets. 
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What does the rising presence of China portend for 
the world economy, and for Canada in particular? 
What are the implications for the balance between the 
global supply of goods and services and global demand? 
And what are the implications for policy in industrial 
countries, including Canada, as well as for policy in 
China? 


China's rising production of manufactured products, 
together with the increased global competition that 
this implies, is clearly a serious challenge for many 
companies in both industrial and emerging economies. 
In an environment of limited pricing power, profit 
margins are being squeezed. In some cases, this may 
mean that production facilities will close or will have 
to be shifted to lower-cost centres. 


That’s certainly one aspect. But to put things in 
perspective, there is another viewpoint. And that is: 
increased competition is beneficial for the global econ- 
omy, if somewhat painful at times. Competition spurs 
innovation and increased productivity. It is part of the 
normal market process of "creative destruction" (that 
is, the process of replacing old, low-productivity activ- 
ities with more innovative, dynamic enterprises). It is 
also important to keep in mind that international 
trade is based on comparative advantage. Fears that 
the world is going to be submerged under a tidal 
wave of inexpensive Chinese goods are misplaced. 
Remember Ross Perot's infamous warning of a “great 
sucking sound” should there be free trade between 
the United States and Mexico? It never happened. 


Trade is a positive-sum game. In the end, all countries 
are winners. What is important is how firms respond 
to the competitive challenge. If they face up to it 
through new investment in skills and equipment, our 
economies will continue to flourish, and incomes will 
rise. If countries respond with protectionist measures, 
everyone in the international community will be 
worse off. 


We should also keep in mind the strength and size 

of the Chinese market. As I said earlier, Chinese 
imports from the rest of the world are also rising 
quickly, providing a much-needed, timely boost to 
global demand. And strong demand from China and 
other emerging economies in Asia is helping to under- 
pin the prices of raw materials in the face of sluggish 
growth in the major industrial countries. As a major 
commodity producer, Canada is benefiting from all 
this. 


Firms here in British Columbia are well placed to take 
advantage of the growing Chinese demand for base 


metals and forest products, particularly lumber, but 
also for semi-manufactured goods, such as housing 
materials and metal products. Canadian firms are also 
major suppliers of heavy equipment and telecommu- 
nications products for many of the mega infrastructure 
projects underway in China. In addition, Canadian 
financial companies are expanding into China as that 
country liberalizes its financial markets. 


Trade is a positive-sum game. In the 
end, all countries are winners. 


But what about the concerns that China may be a source 
of deflationary pressure for the global economy? 


Let’s look at this from two perspectives: first, what it 
means for monetary policy in the major industrial 
economies; and second, what it means for policies in 
China. 


Competition from China is undoubtedly putting down- 
ward pressure on prices of a widening range of manu- 
factured goods in industrial countries, at a time when 
many of these countries are already experiencing 
excess capacity and weak demand. This is, however, 
good news for consumers everywhere who are bene- 
fiting from what is essentially a positive relative price 
movement. Lower prices for traded goods mean that 
consumers have more money in their pockets to spend 
on other goods and services which, in turn, contributes 
to greater demand and thus higher prices for those 
other products. 


Indeed, some of the recent divergence of inflation 
between goods and services in many industrial 
countries likely reflects this phenomenon—strong 
international competition and productivity gains that 
are leading to price declines for traded goods, while 
the associated gains in real income increase demand 
and prices for services. 


It is, nonetheless, important to remember that China’s 
foreign trade, while expanding rapidly, remains rela- 
tively modest as a percentage of total global trade. So, 
it is hard to imagine that Chinese foreign trade alone 
would cause global deflationary pressures. 


More importantly, deflation, like inflation, is a monetary 
phenomenon. It is not something that is determined 


by Chinese exporters. Should competition from China 
lead to downward pressures on traded-goods prices, 
or even deflation, central banks around the world 
have the capacity to respond. 


In such circumstances, the downward pressure on the 
prices of traded goods would clearly be symptomatic 
of global production capacity outstripping global 
demand. In major industrial countries that focus on 
price stability, such an increase in excess supply 
would be evident in downward pressure on inflation. 
The appropriate response of monetary policy would 
be to lower interest rates to stimulate overall demand, 
in effect putting upward pressure on the prices of other 
goods and services to maintain overall price stability. 


In the Canadian context, this would be an example of 
the Bank of Canada responding in a symmetric way to 
aggregate demand and supply shocks that move infla- 
tion away from our 2 per cent inflation target. 


Let me now turn to the implications for economic 
policies in China. 


China is experiencing an increase in productivity that 
will continue to raise living standards. From a macro- 
economic perspective, the issue for the Chinese is 
what policies they should pursue to boost domestic 
demand that would also contribute to rebalancing 
ageregate global supply and demand. 


With no sign of domestic inflationary pressures in 
China, it appears that there is already scope for easier 
monetary policy to stimulate aggregate demand and 
increase wages and salaries. In this context, the Chinese 
monetary authorities could consider the merits of 
adopting a monetary framework that, like ours, is 
clearly focused on maintaining low, stable, and pre- 
dictable inflation through an explicit inflation-targeting 
system. 


Moreover, the introduction of an inflation target to 
anchor domestic monetary policy would underpin the 
adoption of a flexible exchange rate. The two go hand 
in hand. Indeed, it is the combination of a domestic 
nominal anchor and a flexible exchange rate that enables 
the monetary authorities of a country to maintain 
price stability in the face of domestic and external 
shocks. A flexible exchange rate in China would also 
help adjustment to rising productivity by facilitating 
an upward movement in real wages. In addition, it 
would slow China's accumulation of international 
reserves, and it would generally facilitate macro- 
economic adjustment there and in the rest of the 
world. 
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More broadly, a move towards more exchange rate 
flexibility would be appropriate as China liberalizes 
its economy. Experience has shown that, as a country 
becomes more and more integrated into the world 
economic and financial systems, it is increasingly diffi- 
cult to maintain a fixed, or managed, exchange rate. 
The various crises in emerging-market economies 
during the 1990s vividly illustrate the point. 


A move towards more exchange rate 
flexibility would be appropriate as 
China liberalizes its economy. 


Finally, as the Chinese economy opens further to the 
world, the need to deal with structural weaknesses, 
particularly in the financial sector, becomes that much 
more acute. Structural reforms would strengthen the 
foundations of China's economy, to the benefit of its 
citizens and to the benefit of the entire global commu- 
nity. 

Overall, China's emergence as a major player on the 
international economic scene provides new challenges, 
but also new opportunities and rewards—for China 
and for the rest of the world. 


As we look ahead, we can expect that the Chinese 
economy will continue to expand and that its exports 
will continue to grow. In part, this is the payoff from 
the massive amount of direct investment that the 
country has attracted in recent years. We can also 
expect other emerging-market economies to increase 
their international presence. Already, India is making 
its presence felt in certain sectors, particularly exports 
of IT services. 


Canadian companies need to recognize this growing 
competition and take steps to increase their own 
productivity in order to stay one step ahead of the 
game and take advantage of a rapidly growing Asian 
market. 


For its part, the Bank of Canada will continue to focus 
its efforts on maintaining inflation at the 2 per cent 
midpoint of its 1 to 3 per cent inflation target range. In 
so doing, any concerns about persistent inflation or 
deflation will be addressed. 
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Canada’s Economic Outlook 


With that in mind, let me now give you the Bank of 
Canada’s views on the state of the Canadian economy 
and the outlook. First, a bit of history. Following the 
11 September 2001 terrorist attacks in the United 
States, the Bank of Canada, like other major central 
banks, moved quickly and aggressively to cut its policy 
interest rate to shore up confidence. That dramatic 
monetary policy action helped a great deal. By the 
spring of 2002, it became evident that our economy 
hadn’t been knocked off track by the events of 

11 September. Indeed, evidence was starting to build 
that the economy was growing faster than its produc- 
tion potential, taking up the remaining small amount 
of economic slack. So, we raised our key policy rate 
three times between April and July 2002, by a total of 
three-quarters of a percentage point. 


But by late last summer, we were seeing the effects 

of continued weakness in the global economy, geo- 
political uncertainties, and financial headwinds. (By 
“financial headwinds,” I mean higher risk premiums 
that increase the cost of capital, as well as increased 
reluctance on the part of financial institutions to 
extend credit to riskier borrowers.) These factors 
remained in play through the autumn. Asa result, we 
refrained from raising interest rates, even though 
inflation was accelerating. 


Our initial analysis was that this increase in inflation 
would be temporary. However, both core and total CPI 
inflation remain well above target. This reflects the 
impact of higher-than-expected prices for crude oil 
and natural gas, continuing increases in premiums for 
auto and home insurance, and price pressures in cer- 
tain sectors, such as housing, food, and some services. 
The higher inflation also suggests an underlying firm- 
ness in the price-setting environment. In other words, 
relative price increases (such as higher premiums for — 
auto insurance) wouldn’t be pushing trend inflation 
up if overall demand conditions in the economy were 
such that there were offsetting downward movements 
in other prices in the economy. This is clearly not the 
case. 


Indeed, final domestic demand—especially household 
spending—has remained robust. However, economic 
growth in Canada moderated in the final three months 
of 2002, largely because of weaker exports—most 
notably, a decline in automotive shipments to the 
United States. 


Even with this slowing growth in the fourth quarter, 
upward revisions for previous quarters leave the level 
of economic activity slightly higher than we had been 
monitoring. In fact, Canada's economy remains near 
full capacity. 


Let me list some of the indicators that support this 
view: high industrial capacity utilization; near-record- 
high labour force participation rates; a record-high 
employment-to-population ratio; corporate profits at 
their highest level since early 2001; and, as I said a few 
moments ago, above-target inflation. 


So, in making our interest rate decision on 4 March 
(our last policy announcement date), we weighed not 
only domestic inflation pressures and the expectation 
that Canadian economic activity will remain near 
potential in 2003, but also the stimulative stance of 
monetary policy and improved conditions in capital 
markets. Taking all of these factors into account, we 
raised our key policy rate by one-quarter of a percent- 
age point to 3 per cent. 


Even with this increase, the stance of monetary policy 
in Canada remains stimulative. Thus, over time, further 
reductions in monetary stimulus will be required to 
return inflation to the 2 per cent target in the medium 
term. But, as we have said, the timing and pace of 
increases in policy interest rates will continue to 
depend on a number of considerations. These include: 
the strength of demand pressures in Canada; the evo- 
lution of inflation expectations; the impact on confi- 
dence of global economic uncertainties; and how the 
war in Iraq affects demand and inflation, globally and 
in Canada. The Bank will continue to closely monitor 
all of these factors. We will provide a full update of 
our assessment of economic and financial trends in 
Canada in our next semi-annual Monetary Policy 
Report, which will be published on 23 April. 


So, to conclude, China has become an important 
player on the world economic scene and a formidable 


competitor in global markets. To be sure, this raises a 
number of policy issues for the international commu- 
nity. For the Chinese themselves, a key issue, in my 
view, is the choice of an exchange rate regime that 
would best serve them over the longer term. 


China has become an important 
player on the world economic scene 
and a formidable competitor in global 
markets. 


But I want to make it clear that I don't see the emergence 
of China as a threat. Rather, I see it as an opportunity, 
including for companies in British Columbia that 
specialize in products that are in strong demand in 
China. If Canadian businesses continue to take steps 
to improve their productivity, we will remain ina 
strong position to respond to Chinese competition, at 
home and abroad, and we will be able to take advantage 
of rapidly growing markets in China and elsewhere in 
Asia. 


As for concerns that China may be a source of global 
deflationary pressures, let me reiterate that major central 
banks with a policy focus on price stability have the 
capacity to respond to demand and supply forces that 
threaten to move inflation persistently away from the 
target—whether up or down. In Canada, the symmetric 
response of monetary policy to such movements away 
from the 2 per cent inflation target gives us confidence 
that we can avoid not only rising inflation but also 
deflation. 
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It All Starts with the Data 





Remarks by David Dodge 

Governor of the Bank of Canada 

to the Conference of European Statisticians 
Geneva, Switzerland 

(via videoconferencing) 

11 June 2003 


t's a pleasure to be talking to you today, although 
I regret that I could not join you in person. Still, 
to give technology its due, this is almost as 
good. 


Let me first take this opportunity to pay tribute to the 
Chief Statisticians at this conference and, indeed, to all 
statisticians around the world. You are truly the unsung 
heroes behind central bankers and other policy-makers. 
You constantly labour under tight resource, financial, 
and time constraints, to satisfy our insatiable appetite 
for data. As users of those data, we tend to focus on 
what can be done to improve them, rather than on rec- 
ognition for what is already there. 


But I can assure you that central bankers hold statisti- 
cians in high regard for the breadth and quality of 
information they provide. The data that you painstak- 
ingly produce form the base for the analysis and 
research that informs the formulation of monetary 
policy and our understanding of trends in financial 
systems and markets. So it really all starts with the 
data! 


Your efforts to ensure the accuracy, integrity, relevance, 
timeliness, and international comparability of statis- 
tics are vital to our decision-making process. 


Having told you how much we value your contribu- 
tions, I must also tell you that I won’t pass up this 
opportunity to make still more demands of you, on 


behalf of all of us in central banking! But, at the same 
time, I hope to be helping you, by giving you a sense 
of priority and some general principles to guide your 
efforts in addressing those demands. 


So, what drives us central bankers to put more and 
more demands on you? 


The Statistical Needs 
of Central Bankers 


Our statistical needs are fundamentally shaped by 
what we are expected to do under our mandate. 


The primary goal of most central banks today is to 
conduct monetary policy so as to achieve and main- 
tain price stability. Low, stable, and predictable infla- 
tion is the means to our ultimate objective of solid 
economic performance over time. 


In addition to price stability, we are charged with pro- 
moting the safety, soundness, and efficiency of our 
national financial systems. Some among us are also 
expected to regulate financial institutions. 


I should add here that, in the process of carrying out 
these responsibilities, we are collecting and generating 
significant amounts of statistical information our- 
selves. Data are a public good. We need to work 
together to make them accessible to researchers and 
the public in a convenient format. From our side, we 
could do more to share with you the data we collect 
and make the most of limited national statistical 
resources. Central banks that are regulators, in partic- 
ular, produce significant amounts of data that could 
be shared. But for that, a robust legal framework 
would have to be in place, to allow the exchange of 
information. 


Let me now turn to what we need from our statisti- 
cians. In this context, I will focus on the two central 
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bank functions I just mentioned: the pursuit of price 
stability and the promotion of financial system stability. 


In either one of those cases, the objectives have not 
changed. But our economies are continually changing 
and becoming more interdependent under the effect 
of globalization and large and growing trade and cap- 
ital flows. 


As policy-makers, it is extraordinarily important that 
we understand how, and to what extent, these forces 

are likely to affect the achievement of our objectives, 

so that we can adjust our policies accordingly. 


Identifying the sources of potential challenges and 
threats to the achievement of our objectives, and 
determining how we should adjust to changes, is 
quite a task. But finding ways to measure the effect 
of changes in our economies and in our financial 
systems is no less important or complicated a job. For 
that, naturally, we turn to you! 


So, what are the broad trends and challenges facing 
those of us concerned with price stability, and those 
concerned with financial system stability? And what 
do these challenges mean in terms of what we need 
from our statisticians? 


I will deal first with those related to inflation control. 


Data Challenges Related 
to Price Stability 


In conducting monetary policy, we aim to keep the 
economy operating close to the level of its production 
capacity, so as to maximize output, employment, and 
income gains over the longer term, while keeping 
inflation low. When making interest rate decisions, we 
always try to gauge the extent of demand pressures— 
current and prospective—on production capacity (or 
aggregate supply). And we try to assess the actions 
required to maintain or restore balance between 
aggregate demand and supply in the economy, so as 
to keep inflation under control. 


As you can appreciate from this description, the range 
of statistical information that we have to look at, for 
purposes of our decision-making, is quite wide. But 
for those of us, in particular, who are operating with 
explicit inflation targets, the most important indica- 
tors, besides price indexes, are measures of output, 
productivity, and capacity. These measures directly 
affect our ability to estimate the production potential 
of the economy and to assess the balance between 
demand and supply. 
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I have made these general comments to serve as a 
marker for what I have to say next about the broad 
trends and challenges relevant to the goal of price sta- 
bility and the associated statistical needs. Much of that 
discussion will, one way or another, hark back to price 
and productivity measures. (That’s what you get 
when you talk to central bankers!) 


The growing importance of services 


An important feature of all major economies these 
days is the growing share of services. But service out- 
put is less tangible than that of the traditional goods 
industries. Indeed, in some service industries, such as 
banking, there is not even agreement on the appropri- 
ate definition of output. And in many countries, cer- 
tain services, such as health care, are not delivered 
through the market, which makes it even more difficult 
to measure. As if all this were not enough, now, we 
also have to contend with “virtual” service output— 
that is, software, music, movies, and data that people 
can download from the Web. You certainly don’t need 
me to tell you how tricky it is to measure output, 
prices, and productivity in the services sector. Or, how 
tentative some of those estimates can be. 


With the importance of services growing in our econo- 
mies, the need for better output and price measures 
for this sector is becoming increasingly pressing. So, 
if you were looking to allocate limited statistical 
resources according to priority, my view would be 
that this particular area merits a higher ranking than 
in the past. What I’m saying is that, if you are trying to 
determine whether additional resources should be put 
in, say, quality adjustments for consumer goods or 
quality adjustments for services, the choice ought to 
be services. 


Better price and output measures for services would 
improve our ability to assess overall economic condi- 
tions by providing better information on current 
trends in aggregate output and prices. They would 
also help us to identify other emerging trends or struc- 
tural changes in the economy. For example, these 
days, an important issue is to evaluate the productiv- 
ity gains from the use of information and communica- 
tion technology (ICT). Knowing the effects of ICT 
would help us predict future growth in the production 
capacity of the economy. One way to identify the con- 
tribution of ICT to overall productivity is to examine 
whether productivity gains have been strongest in 
those sectors that are heavy users of ICT. We know that 
services is one such sector. But if we do not have the 
right price deflators for services, we will never get 


reliable measures of productivity growth and of the 
ICT effect in that sector. And so, it will be more difficult 
to judge the contribution of ICT to total productivity 
and to production capacity. 


Risk and insurance 


The increased occurrence of unpredictable events 
(conflicts, new diseases, and natural disasters) means 
that the world has become a riskier place; or, at least, 
that our perception of the risk has increased. 


In this type of environment, insurance and hedging 
have assumed a bigger role than before. Not only has 
the provision of insurance become a more globalized 
operation, it has undergone significant structural 
change. 


There has also been significant repricing of insurance 
worldwide, for both consumers and businesses, 
mainly because of marked increases in the value of 
claims. In Canada, we have recently seen large effects 
from higher insurance premiums in our inflation data. 
The United Kingdom and Australia have had similar 
experiences. 


It is for these reasons that I am identifying insurance 
separately from other services. The challenge here 
is how to measure something that we hope never 
happens. I can see that we will have to devote more 
statistical resources to this issue. We need to think 
conceptually about how to measure the economic 
value of insurance and how to correctly measure the 
price of the service. In addition, central bankers have 
to think about the implications for economic activity 
and potential output of the increased risks and higher 
costs of mitigating those risks. And from the perspec- 
tive of financial system stability, we must see to it that 
those who hold the risk price it correctly and that they 
are in a position to carry it. 


But let me now move on to the next issue of relevance 
to the goal of price stability. 


The implications of rising trade flows 
and firms operating globally 


Changes in the way certain economic activities are 
carried out in today’s ’global village” have been so 
rapid that all of us have had a hard time keeping up. 
In many cases, it is not so much the nature of the 
transaction that creates difficulties for measuring what 
is happening, as it is the location and the price at 
which it gets done. 


International trade is a primary example. Thanks to 
trade liberalization and falling transportation and 


communication costs, the share of international trade 
has been rising in most economies and, within that, 
the share of services. The activities of firms that are 
operating globally have also been expanding, as have 
the number of mergers. National frontiers are thus 
blurring, and there is a whole lot more intra-firm trade 
going on. 

As encouraging as this growth in global trade is from 
the perspective of bettering the lot of more people 
around the world, it is not without challenges for policy- 
makers and statisticians alike. From your perspective, 
the more direct challenge is that it has become harder 
to collect information and to accurately measure 
economic activity within, and outside, national 
boundaries. 


These are not necessarily new issues, and neither are 
those related to services that I discussed earlier. But, 
with the growing importance of trade in services and 
of multinational firms, these issues are coming to the 
fore, and the need for better information becomes 
more pressing. 


What are the most important statistical needs with 
respect to trade and multinationals? 


First, clearly, we need better information on intra-firm 
trade and on trade in services in order to get better 
aggregate trade statistics. Second, central bankers will 
always tell you that they are especially interested in 
better data on prices in different currencies. That is 
because we need to assess the economic effects (for 
example, which margins “get squeezed”) when 
exchange rate movements are passed, or not passed, 
on to domestic prices. This is what we call the 
exchange rate pass-through. 


This pass-through seems to have been less pro- 
nounced recently than in the high-inflation years 
of the 1970s and 1980s. There may be more pricing 
to markets, that is to say, firms may increasingly be 
setting prices based on what local markets can bear. A 
thorough analysis of the exchange rate pass-through 
issue is complicated by the fact that national statistical 
agencies often use a mechanical approach to convert 
foreign currency prices into domestic ones, rather 
than collecting actual import prices. 


Transfer pricing by multinationals adds yet another 
dimension to the problem. I know that it is virtually 
impossible to get good information on transfer pricing. 
But better data on intra-firm trade and work with global 
enterprises may still help us get a better fix on import 
prices. 
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Real estate prices 


Fluctuations in asset markets have become a more 
prominent feature of modern economies in recent 
years. Considering that property is by far the world’s 
biggest single asset class, it is not surprising that 
movements in the real estate market are drawing a lot 
of attention. In many countries, housing prices, in par- 
ticular, have been rising rapidly, raising some con- 
cerns about a possible sharp correction at some point. 


Given that investment in housing represents a big 
chunk of household spending, and that for most people 
their homes represent their most valuable asset, it is 
surprising that, in many countries, there are no com- 
prehensive quality-adjusted data on housing prices 
and rents. In its recent survey of global property mar- 
kets, The Economist commented that “official statistics 
offices typically collect more information about the 
price of shoes or cement than housing, despite its far 
greater importance.” 


There is a need to expand the current limited interna- 
tional experience in constructing standardized hous- 
ing price and rent indexes. And so, Iam encouraged 
that the International Monetary Fund (IMF) and the 
Bank for International Settlements (BIS) are convening 
a joint conference of experts in the autumn to support 
work to improve data availability in this field. 


Given how often real estate booms have triggered 

banking crises around the world, this issue is clearly 
important from the point of view of financial system 
stability as well—to which I would now like to turn. 


Challenges Related to Financial 
System Stability 


Financial market liberalization has led to tremendous 
growth in global financial activity in recent years and 
to more integrated financial markets. The demand for 
financial services has also risen in response to the 
growth in the operations of cross-border firms. And in 
many countries, there has been a merging of the tradi- 
tional segments of the financial sector and a prolifera- 
tion of financial products, including derivatives and 
hybrids. 


Unfortunately, with globalization and with increas- 
ingly complex financial markets, the effects of any dis- 
turbance have tended to reverberate around the 
world. Concern about these spillover effects has led to 
efforts to strengthen the analytic capability of many 
central banks with respect to financial system stability. 
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Central banks and investors now demand more and 
better information about the financial behaviour of 
both industrial and financial enterprises. After the 
Asian crisis of 1997-98, which highlighted the lack of 
transparency and proper surveillance of financial sys- 
tems in several countries, more resources were dedi- 
cated by national authorities, including central banks, 
to understanding the workings of the financial system 
and to communicating that understanding publicly. 


The policy objectives of the various national agencies 
that are involved in setting standards and codes for 
the financial system are safety, soundness, and effi- 
ciency. No economy can function properly unless 
supported by a robust, efficient financial system and 
sound financial institutions that can help to appropri- 
ately channel savings and investments. 


By their very nature, central banks take a systemwide 
approach to financial stability. So, our focus is on the 
nature and causes of vulnerabilities with potential 
systemwide implications. After all, we are paid to 
worry about these things! Once such vulnerabilities 
are identified, we would work with other standard- 
setting bodies to find ways to prevent or contain them. 


In addition to the real estate price indexes that I 
discussed earlier, there is at least one other area where 
we could use your help to achieve our goal for the 
financial system. 


To better understand financial behaviours and their 
implications for systemwide vulnerabilities, we need 
to link financial market data (new issues of bonds and 
equities, secondary pricing of bonds and equities, etc.) 
to industry or sector characteristics and to economic 
activity. We have found this to be a rather cumber- 
some and time-consuming exercise. This is where you 
can help us, by undertaking to link financial data to 
the firms involved, in a more transparent, systematic, 
and consistent way. In most cases, these would be 
firms to which you have already assigned an indus- 
trial classification code, and for which you have other 
relevant information (such as characteristics and sur- 
veys on their economic activities). The ability to cross- 
reference financial and economic data would allow us 
to explore in a more scientific manner questions of 
financial vulnerabilities from a systemwide perspec- 
tive. 1am, of course, aware of the privacy concerns, 
particularly in this area, and, hence, the need to find 
ways to deal with them. 


It would also be useful if central banks and national 
statistical agencies could work together to define 


needs and to share expertise on financial statistics. In 
Canada, advisory groups of this nature have worked 
well in a number of areas. 


Members of such groups can also share knowledge on 
international initiatives related to financial system 
data. As you know, there are a number of initiatives 
underway to improve such data from various per- 
spectives. For example, the IMF is coordinating a 
project to develop national Financial Soundness Indi- 
cators. The BIS is looking to provide data on ultimate 
risk. And the Financial Stability Forum (FSF) is moni- 
toring the consistency and comprehensiveness of 
international financial standards and codes. 


Tam now coming to the last part of my remarks. Here, 
Tintend to stay away from specific data needs. Rather, 
I will talk about the general principles that I see as rel- 
evant in guiding your efforts and in determining sta- 
tistical priorities as we move forward. 


Don’t Let the Best Become 
the Enemy of the Good 


Central bankers have to make policy decisions in real 
time and often not under the best of circumstances. 
For this, we need the best available information. 


To be sure, it is important that the data we rely on for 
those decisions be of high quality. But this does not 
mean that we should let our quest for high-quality 
standards prevent the publication of potentially useful 
data. In other words, we should never “let the best 
become the enemy of the good.” 


So, this is my advice: if you have imperfect data, don’t 
sit on them. Put them out, together with your profes- 
sional assessment of their quality and vulnerability. 
Remember, as policy-makers, we are used to taking 
decisions under uncertainty, in less than perfect condi- 
tions. We would rather have imperfect data than no 
data at all. 


Data Comparability 


Data comparability—now, there’s a big issue! With 
national economies and financial systems becoming 
more and more integrated, national central banks 
increasingly have to rely more on information and 
concepts from other jurisdictions to read the trends, 
and to figure out what is going on in their own econo- 
mies. But for this to be effective, statistical agencies 
need to collect and aggregate data on a comparable 
basis. 


Comparability is also very important in that we use 
cross-country variation as a way of identifying and 
distinguishing between hypotheses as to what is 
working and what is not. But if we cannot really com- 
pare the data, then we lose a major source of identifi- 
cation of the cross-country differences that are 
relevant to the decision-making process. We also lose 
a valuable yardstick for measuring our performance 
relative to other countries. 


For an example, I will refer again to productivity 
measures, which, as you may have gathered by now, 
are at the top of my list—for good reason. I have 
already talked about their relevance for estimates of 
the economy’s production potential and the implica- 
tions for capacity pressures and inflation. But our 
interest in productivity measures is also driven by the 
important link between productivity growth and 
improvements in living standards. Over the past few 
years, a hot issue for a number of countries, including 
Canada, has been to understand why the trend 
growth of productivity differs across countries. Basi- 
cally, we need to understand the reasons for these dif- 
ferences in productivity levels and growth, if we are to 
formulate appropriate policy responses. But if the 
data are not comparable, then we do not know how 
much of a problem we really have to begin with. 


I have used productivity measures as an example to 
make the point about the importance of comparability 
across countries. But this applies equally to other key 
data including, importantly for us central bankers, 
various price measures. In particular, we need to 
understand deviations from “the law of one price.” 
And so we see merit in, and support, the ongoing pro- 
gram by the World Bank on the international compari- 
son of purchasing-power parities. 


Importance of Co-operation 
Among Statistical Agencies 


It is primarily in the context of, and in the interest of, 
cross-country data comparability that I will make my 
final remarks today. 


This is where the importance of co-operation among 
national statistical agencies comes in—in a big way. 


There are several reasons for that, and I have already 
touched on them as I went along. But since I attach a 
great deal of importance to this issue, let me summa- 
rize them again. 
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In the first place, as I said before, the demands on our 
national statistical agencies for additional, more 
timely, and more accurate information keep growing. 
Given staffing and financial constraints, they need to 
use their resources more effectively. All the more rea- 
son then to work “smart” by pooling resources on 
how to address common data challenges. 


Another reason is that, as firms become global, they 
report to many statistical agencies. It would be helpful 
to gain better understanding of their operations by 
pooling our resources. Right now, we are a bit like the 
fabled blind men describing an elephant! 


Still another reason for co-operation among national 
statistical offices is in the interests of better cross-coun- 
try comparability of data. 


Statisticians often face a trade-off between designing 
data that best fit the particular structure and circum- 
stances of their country and adhering to international 
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standards that allow for better comparability across 
countries. In a perfect world, we would all like to see 
both sets of statistics. But in the presence of resource 
constraints, I would be willing to give up a little on 
the best fit for my own country in exchange for better 
international comparability. 


One way or another, it is extraordinarily important 
that the chief statisticians of the world have the oppor- 
tunity to get together to discuss and agree on common 
concepts, definitions, and methodology. That’s a key 
step on the road to more comparable data. Not to 
mention that such meetings also provide excellent 
learning opportunities for the participants—as, | am 
sure, this conference will, too. 


I wish you all much success and many fruitful discus- 
sions—today and in the future. I will now be happy to 
take your questions. 


Recent Economic Developments 
and the Conduct of Monetary Policy 





Remarks by David Dodge 

Governor of the Bank of Canada 

to the Metropolitan Halifax Chamber 
of Commerce 

Halifax, Nova Scotia 

18 June 2003 


ood afternoon, and thank you for the invi- 

tation to speak with you today. It’s great to 

be back in Halifax, one of Canada’s most 

colourful port cities. It is the wonderful 

juxtaposition of the new with the old— 
Halifax’s modern focus with its rich maritime 
traditions— that makes this city special. 


It’s been a year since I last spoke in Halifax, and a lot 
has changed since then. We’ve witnessed some 
extraordinary events, both in Canada and around the 
world. On the whole, Canada’s economy has withstood 
the turmoil quite well. The impact of some more 
recent events is not yet clear. Still, I will try today to 
outline how our economy has evolved over the past 
year and to lay out the issues that we’ll be assessing as 
we prepare our July Monetary Policy Report Update. 


Watching Conditions 
and Demand Pressures 


As we at the Bank of Canada set monetary policy, we 
watch all the events affecting our economy, including 
global geopolitical, economic, and financial conditions. 
We do this with a view to keeping domestic inflation 
near the 2 per cent midpoint of Canada’s inflation tar- 
get range of 1 to 3 per cent. As we have often said, 
delivering an environment of low, stable, and predicta- 
ble inflation is the best contribution that monetary pol- 


icy can make to a strong, sustainable economy and 
rising living standards for Canadians. Such a low- 
inflation environment also helps keep our economy 
near its production potential over time. 


To achieve those goals, we keep a close eye on the factors 
influencing demand and production capacity—factors 
that will, in turn, influence inflation over the medium 
term. And we adjust monetary policy to keep the future 
trend of inflation near the 2 per cent target midpoint. 


Where We’ve Been 


As I've said, it’s been a year since I last spoke in Halifax. 
But to place our recent experience in some context, 

I should go back a bit further than that—to the 

11 September 2001 terrorist attacks in the United 
States. In the wake of that terrible event, the Bank of 
Canada quickly and aggressively cut its policy interest 
rate to shore up confidence and support domestic 
demand. This action, together with earlier reductions 
in our policy interest rate, meant that the Bank had 
injected considerable stimulus into the economy. 


By the spring of 2002, evidence had already started 

to build that demand was recovering more quickly 
than had been anticipated. So, even though demand 
pressures were not yet showing up in prices, we 
began to remove some of that monetary stimulus. We 
raised our key policy interest rate three times between 
April and July 2002, by a total of three-quarters of a 
percentage point. 


By last autumn, inflation in Canada was on the rise. 
But we refrained from raising interest rates any fur- 
ther at the time, because we judged that the pickup in 
inflation was mainly the result of one-off factors and 
would be reversed over the next year or so. 
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As well, there was considerable geopolitical and 
financial uncertainty, which, combined with global 
economic weakness, pointed to restrained total 
demand for Canadian goods and services. 


Through the first quarter of this year, CPI inflation 
climbed well above the 2 per cent target. Much of the 
rise was the result of higher energy prices. We also 
saw a marked increase in our measure of core inflation, 
which strips out the eight most volatile items—including 
gasoline, heating oil, and natural gas—from the CPI 
basket, as well as the effect of changes in indirect taxes 
on the remaining CPI components. The rise in core 
inflation was exacerbated by further increases in auto- 
mobile insurance premiums. 


But even allowing for the unusual and extraordinarily 
large increases in insurance premiums, inflation was 
well above target. This suggested that strong domestic 
demand was putting pressure on production capacity. 
In this environment, some indicators of short-term 
inflation expectations edged up, although longer-term 
expectations remained around 2 per cent. 


In view of these inflation developments, the momentum 
of domestic demand, the narrowing of interest rate 
spreads in credit markets, and diminishing geopolitical 
uncertainty, we raised our target overnight rate by 25 
basis points in March and again in mid-April—bringing 
if 10 325, percent, 

In our April Monetary Policy Report, we stated that the 
risks confronting the world economy appeared to be 
more evenly balanced than they had been in the 
autumn. The Canadian economy was projected to 
strengthen appreciably towards the end of 2003 and 
to grow somewhat above its production potential 
during 2004, thanks to a pickup in economic activity 
in the United States and further improvements in 
business and consumer confidence. 


We concluded in April that although growth would 
likely remain somewhat below potential in Canada for 
the first three quarters of this year, most of the small 
amount of economic slack that would open up this 
year would have closed by the end of 2004. 


We projected that core inflation would likely fall to 
about 2 1/2 per cent in the second half of this year and 
to about 2 per cent by early 2004 as some of the special 
factors pushing up inflation ran their course. We also 
pointed out that total CP! inflation would continue to 
be importantly affected by swings in crude oil prices 
and that it would likely fall temporarily below the 


core rate in the first half of 2004 before steadying out 
at a rate close to core inflation. 


Factors Influencing Monetary Policy 


In the April Monetary Policy Report, we listed a number 
of factors that we intended to watch closely as we set 
monetary policy. 


These factors are the pace of economic expansion in 
the United States and overseas, the strength of domestic 
demand, financial market conditions, and the evolution 
of inflation and inflation expectations. 


So, let me review how we have seen these factors 
evolving. I’ll start with the external environment. In 
Europe, domestic demand and economic growth have 
continued to disappoint. Japan’s economy has also 
remained weak. While demand growth in the rest of 
Asia has been strong, the outbreak of severe acute res- 
piratory syndrome (SARS) is clearly going to slow 
growth in some countries. 


In the United States, domestic demand has not been 
recovering as quickly as expected, which has negative 
implications for Canadian exports, at least over the 
short term. Consumer spending continues to under- 
pin economic activity in that country. 


However, business fixed investment has not yet picked 
up. Expectations as to when the U.S. recovery will 
occur have been pushed back until late this year when 
confidence levels should improve, and when the 
impact of very expansionary monetary and fiscal poli- 
cies should begin to be fully felt. 


Now, let’s turn to the second factor—domestic demand 
in Canada. On the whole, demand has remained quite 
strong, supported by a healthy employment market, 
low interest rates, and a recovery in corporate profits. 
While growth in consumer spending slowed slightly 
in the first quarter, it was still quite strong, especially 
on housing. Governments and businesses both increased 
their spending. As a result of strong domestic demand, 
gross domestic product grew at an annual rate of almost 
21/2 per cent in the first quarter, up from about 
11/2 per cent in the final quarter of 2002. 


In Nova Scotia, we are seeing some fall-off in con- 
sumer spending. Business investment prospects have 
also been dampened by the postponement of natural 
gas projects. Still, most forecasters predict Nova Scotia’s 
economy will continue to grow at the Canadian average 
rate this year. 
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A third factor on our watch list is the evolution of 
conditions in financial markets. Last autumn, we 
witnessed sharp increases in risk premiums because 
of uncertainty in financial markets. In recent months, 
these risk premiums have declined, and conditions in 
both debt and equity markets continue to improve. 
This reflects reduced uncertainty and bodes well for 
business spending going forward. 


On the whole, demand has remained 
quite strong, supported by a healthy 
employment market, low interest 
rates, and a recovery in corporate 


profits. 


Before moving on to the fourth factor, I’d like to mention 
several developments since April that have implications 
for the economic outlook. Together, these develop- 
ments point to near-term growth in Canada that will 
be lower than we expected at the time of our April 
Monetary Policy Report. 


SARS is having a significant impact on the hospitality 
industry, not just in Toronto, but across the country— 
including here in Atlantic Canada. More recently, the 
closure of export markets because of the discovery in 
Alberta of an isolated case of bovine spongiform 
encephalopathy (BSE) is having an impact on the beef 
and beef-processing industry. And, of course, problems 
in several important East Coast fisheries are affecting 
employment and production in this region. 


As you well know, since mid-April there has also been 
a further sharp adjustment in the value of the U.S. dollar 
against major currencies, including ours. The magni- 
tude and speed of the Canadian dollar’s rise has been 
greater than anyone had anticipated and will have a 
dampening influence on aggregate demand later this 
year and next. We are working to understand all the 
factors behind these exchange rate movements. In set- 
ting monetary policy, we have to take into account the 
effects on aggregate demand of these factors, as well 
as the effect of the exchange rate movements them- 
selves. 


Exchange rate movements also have a direct effect on 
the prices of traded goods and services and, therefore, 
on inflation. However, our research has shown that, in 
economies such as Canada’s, the effect of exchange 
rate movements on consumer prices has been less pro- 
nounced in recent years, when inflation was relatively 
low, than was the case in earlier years when inflation 
was high. 


The Inflation Picture 


This leads me to the fourth factor that we watch 
closely in setting monetary policy—the evolution of 
inflation and inflation expectations. Let me start with 
inflation. 


In the 3 June press release that announced our latest 
interest rate decision, we pointed out that inflation has 
declined more than expected. Some of this decline is 
due to transitory factors, most notably, the rebate on 
electricity prices in Ontario. Thus, we expect some 
temporary rebound in core inflation in the coming 
months, as these factors unwind. Nevertheless, it now 
appears that both core and total CPI inflation will 
return to the 2 per cent target somewhat earlier than 
the Bank had anticipated in April. This is, in part, 
because of some near-term softness in demand. Also, 
the appreciation of the Canadian dollar will some- 
what dampen the rise in total CPI, although it is not 
expected to have as large a direct effect on core CPI. 


It now appears that both core and 
total CPI inflation will return to the 
2 per cent target somewhat earlier 
than the Bank had anticipated in 
April. 


Now, a word on inflation expectations. As I men- 
tioned, we were concerned in April that the sharp rise 
in CPI inflation last winter was starting to push up 
Canadians’ expectations of inflation. The recent easing 
in inflation is likely to act as a moderating influence 
on those expectations. We will be seeking evidence of 
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this in our regular survey of businesses prior to our 
next fixed announcement date. 


% 


Let me sum up. Today, I have outlined some of the 
recent developments that will influence the demand 
for Canadian goods and services. They include contin- 
uing weakness in the U.S. and global economies, and 
concerns about the economic impact of SARS and BSE. 
These developments likely mean a very weak second 
quarter and point to some continuing softness in the 
Canadian economy in the third quarter. 


Looking forward, it remains our view that growth in 
Canada’s economy will be underpinned by the strength 
of domestic demand and a rebound in the U.S. econ- 
omy towards the end of 2003 and through 2004. How- 
ever, the appreciation of the Canadian dollar against 
the U.S. dollar, which is an outcome of various influ- 
ences at work in both the Canadian and global econo- 
mies, will be a factor influencing aggregate demand. 
We will provide Canadians with a more considered 
and complete picture of our views on the economy in 
our next Monetary Policy Report Update, which will be 
published on 17 July. 
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It remains our view that growth in 
Canada’s economy will be 
underpinned by the strength of 
domestic demand and a rebound in 
the U.S. economy towards the end of 
2003 and through 2004. 


Ladies and gentlemen, Halifax is a city that has with- 
stood some extraordinary events in its long history. 
The Canadian economy, too, has been buffeted by 
some remarkable winds this year—some fair and 
some foul. But we have weathered them well, and 

I believe we will continue to do so. I can assure you 
that the Bank of Canada will continue to provide 
monetary policy that contributes to a strong, stable, and 
sustainable economy. 
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(V. Dolar and C. Meh) 

Nominal Rigidities and Monetary Policy in Canada 
since 1981 

(A. Dib) 

Nominal Rigidity, Desired Markup Variations, and Real 
Exchange Rate Persistence 

(H. Bouakez) 

Habit Formation and the Persistence of Monetary 
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(H. Bouakez, E. Cardia, and F. J. Ruge-Murcia) 
Filtering for Current Analysis 

(S. van Norden) 

Exponentials, Polynomials, and Fourier Series: More 
Yield Curve Modelling at the Bank of Canada 

(D. J. Bolder and S. Gusba) 

Inflation Expectations and Learning about Monetary 
Policy 

(D. Andolfatto, S. Hendry, and K. Moran) 

Supply Schocks and Real Exchange Rate Dynamics: 
Canadian Evidence 

(C. Gauthier and D. Tessier) 

Labour Markets, Liquidity, and Monetary Policy 
Regimes 

(D. Andolfatto, S. Hendry, and K. Moran) 
Alternative Trading Systems: Does One Shoe Fit All? 
(N. Audet, T. Gravelle, and J. Yang) 

How Do Canadian Banks That Deal in Foreign Exchange 
Hedge Their Exposure to Risk? 

(C. D’Souza) 
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35 The Impact of Common Currencies on Financial Markets: 


A Literature Review and Evidence from the Euro Area: 
(L. Karlinger) 

36 Une approche éclectique d’estimation du PIB potentiel 
amé€ricain 
(M.-A. Gosselin and R. Lalonde) 

37 Alternative Public Spending Rules and Output Volatility 
(J.-P. Lam and W. Scarth) 

38 Oil-Price Schocks and Retail Energy Prices in Canada 
(M. Chacra) 

39 An Empirical Analysis of Dynamic Interrelationships 
among Inflation, Inflation Uncertainty, Relative Price 
Dispersion, and Output Growth 
(F. Vitek) 

40 Inflation Changes, Yield Spreads, and Threshold Effects 
(G. Tkacz) 

41 Estimating Settlement Risk and the Potential for 
Contagion in Canada’ s Automated Clearing Settlement 
System 
(C.A. Northcott) 

42 Salaire réel, chocs technologiques et fluctuations 
économiques 
(D. Tremblay) 


2003 

1 Banking Crises and Contagion: Empirical Evidence 
(E. Santor) 

2 Managing Operational Risk in Payment, Clearing, and 
Settlement Systems 
(K. McPhail) 

3 Modélisation et prévision du taux de change réel 
effectif américain 
(R. Lalonde and P. Sabourin) 

4 Are Distorted Beliefs Too Good to Be True? 
(M. Misina) 

5 Shift Contagion in Asset Markets 
(T. Gravelle, M. Kichian, and J. Morley) 

6 Valuation of Canadian- vs. U.S.-Listed Equity: Is 
There a Discount? 
(M.R. King and D. Segal) 

7 Testing the Stability of the Canadian Phillips Curve 
Using Exact Methods 
(L. Khalaf and M. Kichian) 

8 Comparing Alternative Output-Gap Estimators: 
A Monte Carlo Approach 
(A. Rennison) 

9 Bank Lending, Credit Shocks, and the Transmission of 
Canadian Monetary Policy 
(J. Atta-Mensah and A. Dib) 


10 A Stochastic Simulation Framework for the Government 


of Canada’s Debt Strategy 
(D. J. Bolder) 

11 Collateral and Credit Supply 
(J. Atta-Mensah) 


* These publications are available on the Bank’s Web site, 
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20 


The Macroeconomic Effects of Military Buildups ina 
New Neoclassical Synthesis Framework 

(A. Paquet, L. Phaneuf, and N. Rebei) 

Un modele « PAC » d’analyse et de prévision des 
dépenses des ménages américains 

(M.-A. Gosselin and R. Lalonde) 

An Index of Financial Stress for Canada 

(M. Illing and Y. Liu) 

The Syndicated Loan Market: Developments in the 
North American Context 

(J. Armstrong) 

Some Notes on Monetary Policy Rules with Uncertainty 
(G. Srour) 

Explaining and Forecasting Inflation in Emerging 
Markets: The Case of Mexico 

(J. Bailliu, D. Garcés, M. Kruger, and M. Messmacher) 
Technological Change and the Education Premium in 
(J. Farés and T. Yuen ) 

A Small Dynamic Hybrid Model for the Euro Area 
(R. Djoudad and C. Gauthier) 

The U.S. Stock Market and Fundamentals: 

A Historical Decomposition 

(D. Dupuis and D. Tessier) 
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* New definition for core CPI as announced on 18 May 2001: CPI excluding the eight most volatile components: fruit, vegetables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and mortgage-interest cost 
well as the effect of changes in indirect taxes on the remaining CPI components 
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Notes to the Tables 


Symbols used in the tables 
R_ Revised 


- Value is zero or rounded to zero. 


Note: 


Blank spaces in columns indicate that data are either not available 
or not applicable. 

A horizontal rule in the body of the table indicates either a break in 
the series or that the earlier figures are available only at a more 
aggregated level. 


Al 


(1) In February 1991, the federal government and the 
Bank of Canada jointly announced a series of targets 
for reducing inflation to the midpoint of a range of 
1 to 3 per cent by the end of 1995. In December 1993, 
this target range was extended to the end of 1998. In 
February 1998, it was extended again to the end of 
2001. In May 2001, it was extended to the end of 2006. 

(2-3) Year-to-year percentage change in consumer price 
index (Table H8). The core CPI is the CPI excluding 
the eight most volatile components: fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, 
tobacco, and mortgage-interest costs, as well as the 
effect of changes in indirect taxes on the other CPI 
components 

(4-5) The operating band is the Bank of Canada’s 50-basis- 
point target range for the average overnight rate 
paid by investment dealers to finance their money 
market inventory. 

(6) The overnight money market financing rate is an 
estimate compiled by the Bank of Canada. This 
measure includes funding of the major money 
market dealers through general collateral buyback 
arrangements (repo) including special purchase and 
resale agreements with the Bank of Canada and 
funding through call loans and swapped foreign 
exchange funds. Prior to 1996, data exclude all repo 
activity with the exception of those arranged directly 
with the Bank of Canada. These latter have been 
included in the calculation since 1995. 

(7) The monetary conditions index is a weighted sum of 
the changes in the 90-day commercial paper rate and 
the C-6 trade-weighted exchange rate (see technical 


note in the Winter 1998-1999 issue of the Bank of 
Canada Review, pages 125 and 126). The index is 
calculated as the change in the interest rate plus one- 
third of the percentage change in the exchange rate. 
The Bank does not try to maintain a precise MCI 
level in the short run. See Monetary Policy Report, 
May 1995, p.14. 

(8) 90-day commercial paper rate. The rate shown is the 
Bank of Canada’s estimate of operative market 
trading levels on the date indicated for major 
borrowers’ paper. 

(9) The C-6 exchange rate is an index of the weighted- 
average foreign exchange value of the Canadian 
dollar against major foreign currencies. (See 
technical note in the Winter 1998-1999 issue of the 
Bank of Canada Review, pages 125 and 126.) Weights 
for each country are derived from Canadian 
merchandise trade flows with other countries over 
the three years from 1994 through 1996. The index 
has been based to 1992 (i.e., C-6 = 100 in 1992). The 
C-6 index broadens the coverage of the old G-10 
index to include all the countries in the EMU. 

(10) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 
adjustments to M1 described in the notes to Table E1 
(Bank of Canada Banking and Financial Statistics). 

(11) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable deposits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(12) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(13) Yield spreads between conventional and Real Return 
Bonds are based on actual mid-market closing yields 
of the selected long-term bond issue. At times, some 
of the change in the yield that occurs over a 
reporting period may reflect switching to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
2021. 
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(14-15) CPI excluding food, energy, and the effect of changes 
in indirect taxes. CPIW adjusts each of the CPI basket 
weights by a factor that is inversely proportional to 
the component’s variability. For more details, see 
“Statistical measures of the trend rate of inflation.” 
Bank of Canada Review, Autumn 1997, 29-47 

(16) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(17) IPPI: Industrial product price index for finished 
products comprises the prices of finished goods that 
are most commonly used for immediate 
consumption or for capital investment. 

(18) Data for average hourly earnings of permanent 
workers are from Statistics Canada’s Labour Force 
Information (Catalogue 71-001). 


A2 


The majority of data in this table are based on, or derived from, 
series published in statistical tables in the Bank of Canada 
Banking and Financial Statistics. For each column in Table A2, a 
more detailed description is given below, as well as the source 
table in the Banking and Financial Statistics, where relevant. 


(1) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 


adjustments to M1 described in the notes to Table E1. 


(2) M1+: Gross M1 plus chequable notice deposits held 
at chartered banks plus all chequable deposits at 
trust and mortgage loan companies, credit unions, 
and caisses populaires (excluding deposits of these 
institutions) plus continuity adjustments. 

(3) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable despoits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(4) M2+: M2 plus deposits at trust and mortgage loan 
companies and government savings institutions, 
deposits and shares at credit unions and caisses 
populaires, and life insurance company individual 
annuities and money market mutual funds plus 
adjustments to M2+ described in notes to Table E1. 

(5) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(6) Short-term business credit (Table E2) 

(7) Total business credit (Table E2) 

(8) Consumer credit at monthly reporting institutions 
(Table E2) 

(9) Residential mortgage credit (Table E2) 

(10) Gross domestic product in current prices (Table H1) 

(11) Gross domestic product in chained 1997 dollars 
(Table H2) 

(12) Gross domestic product by industry (Table H4) 


(13) Civilian employment as per labour force survey 
(Table H5) 

(14) Unemployment as a percentage of the labour force 
(Table H5) 

(15-16) Data for capacity utilization rates are obtained from 
the Statistics Canada quarterly publication Industrial 
Capacity Utilization Rates in Canada (Catalogue 31-003), 
which provides an overview of the methodology. Non- 
farm goods-producing industries include logging and 
forestry; mines, quarries and oil wells; manufacturing; 
electric power and gas utilities; and construction. 

(17) Consumer price index (Table H8) 

(18) Consumer price index excluding the eight most volatile 
components: fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and 
mortgage-interest costs, as well as the effect of 
changes in indirect taxes on the other CPI components. 
(Table H8) 

(19) Gross domestic product chain price index (Table H3) 

(20) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(21-22) The data on wage settlements are published by 
Human Resources Development Canada and 
represent the effective annual increase in base wage 
rates for newly negotiated settlements. These data 
cover bargaining units with 500 or more employees. 
Contracts both with and without cost-of-living- 
allowance clauses are included. 

(23-24) Bank of Canada commodity price indexes: Total and 
total excluding energy (Table H9) 

(25) Treasury bills are mid-market rates for typical quotes 
on the Wednesday shown. 

(26-27) Selected Government of Canada benchmark bond yields 
are based on actual mid-market closing yields of 
selected Canada bond issues that mature 
approximately in the indicated term areas. At times, 
some of the change in the yield occurring over a 
reporting period may reflect a switch to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
2021; 

(28-29) The data on the government surplus or deficit on a 
national accounts basis are taken from Statistics 
Canada’s National Income and Expenditure Accounts 
(Catalogue 13-001), where the government surplus 
or deficit is referred to as “net lending.” 

(30) Merchandise trade balance, balance of payments 
basis (Table J1) 

(31) Current account balance, balance of payments basis 
(Table J1) 

(32) U.S. dollar in Canadian dollars, average noon spot 
rate (Table I1) 
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A2 (Suite) 











A 
ty 
< Année, Excédent ou déficit (-) des Balance des paiements Cours 
S trimestre administrations publiques sur (en pourcentage du PIB) moyen au 
= ou la base des comptes nationaux comptant 
mH mois (en pourcentage du PIB) Solde de Solde de du dollar 
— la balance la balance E.-U. en 
> Gouvernement Ensemble des commerciale courante dollars 
ee) du Canada administrations canadiens 
a publiques a midi 
fe (28) (29) (30) G1) (32) 
res! 
g 1990 4.9 5.8 1.6 3.4 1.1668 
1991 -5.4 -8.4 1.0 -3.7 1.1458 
e 1992 2 91 13 3.6 1.2083 
DZ 1993 -5.5 -8.7 1.8 -3.9 1.2898 
= 1994 -4.6 -6.7 2.6 -2.3 1.3659 
S 1995 -3.9 -5.3 4.4 -0.8 1.3726 
> 1996 -2.0 -2.8 5.1 0.5 1.3636 
° 1997 0.7 0.2 29) -1.3 1.3844 
th 1998 0.8 0.1 2.6 -1.2 1.4831 
4 1999 0.9 1.6 4.3 0.3 1.4858 
oh 2000 1.8 3.0 6.3 2.9 1.4852 
N 2001 1.2 1.4 6.4 2.4 1.5484 
S 2002 1.0 0.8 5.0 2.0 1.5704 
Ow 
Taux annuels IER 10h -0.1 it 3.9 -0.2 1.4730 
Il (15) Bal 49 0.7 1.4860 
IV 1.8 7nd 44 0.5 1.4726 
2000 I 1.8 22 5.6 2.6 1.4538 
II 13 3.2 6.0 2.6 1.4808 
Il 23 3:5 6.4 PUSS) 1.4822 
IV ED Beh) 1 3:3) 1.5258 
2001 I 1.6 2.4 8.2 43 1.5280 
I 1.8 2.3 6.9 3 1.5409 
Il 1.1 0.9 5.3 igi 1.5453 
IV 0.2 - 53 1.0 1.5803 
2002 I 0.5 0.4 35 2.4 1.5946 
I 0.9 0.5 5.0 22 1.5549 
Il tail 0.8 5.0 1.8 1.5628 
IV IES) 1.4 4.6 1.7 1.5698 
2003 I i133 1.8 Syl Dell 1.5102 
I 1.3984 
Trois derniers mois 1.3984 
Taux mensuels 2002 J 1.5317 
J 1.5459 
A 1.5679 
S 1.5758 
O 1.5778 
N 1.5714 
D 1.5593 
2003 J 1.5410 
1 1.5124 
M 1.4759 
A 1.4585 
M 1.3845 
J 1.3523 
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A2 (Suite) 























Prix et coiits Accords salariaux Indice des prix des Moyenne des cours acheteur Année, 
produits de base et vendeur des titres trimestre 
Taux d’ utilisation des capacités IPC Indice _ Indice Coiits Secteur Secteur établi par la Banque ———_aweeee. kg — ——x—xX—ra—sSss ou 
de de prix unitaires public privé du Canada (données Bons Obligations Obligations a mois 
Ensemble des Industries réfé- enchaine de non désaisonnalisées) du de référence rendement réel 
industries manu- rence* du PIB main- Trésor a 10 ans du a 30 ans du 
productrices de facturiéres d’ceuvre Total Produits de base a gouvernement gouvernement 
biens non agricoles non énergétiques 3 mois canadien canadien 
(15) (16) (17) (18) (19) (20) (21) (22) (23) (24) (25) (26) (27) 
81.6 78.2 4.8 3.5 3.2 5.6 ars) 0.6 -5.2 11.51 10.34 1990 
78.3 74.2 5.6 2.8 29 3.4 4.3 -11.2 -11.8 7.43 8.32 4.45 1991 
78.2 76.4 ES 1.8 13 2.0 2.6 -0.3 0.6 7.01 7.86 4.62 1992 
80.0 99 1.8 al 1.4 0.6 0.8 0.5 3.0 3.87 657] 3.78 1993 
82.4 83.5 0.2 1.8 iil - iy? 3:3 1) 7.14 9.07 4.92 1994 
81.6 83.9 2, 23 23 0.7 1.4 8.3 11.1 5.54 Geli 4.42 1995 
81.2 82.8 1.6 1.7 1.6 0.5 1.8 3.8 -1.2 2.85 6.37 4.09 1996 
82.5 83.6 1.6 eo) 12 hel 1.9 -3.7 -4.3 3.99 5.61 4.14 1997 
83.3 84.3 0.9 ils -0.5 1.0 1.6 il -15.3 -12.6 4.66 4.89 4.11 1998 
84.2 85.8 1.7 1.4 Ley 0.5 2.0 Dah 6.7 1.5 4.85 6.18 4.01 1999 
85.4 86.2 Qa 13 4.0 3) RS 2.4 18.4 Be) 5.49 S1SB) 3.42 2000 
82.2 81.9 2.6 Pal tal 3.1 3:3 3.0 -5.2 -6.8 1.95 5.44 3.76 2001 
82.3 83.5 Pp) 4) 0.9 1.6 79 2.6 -6.0 -6.3 2.63 4.88 3235 2002 
83.3 85.4 3.0 2.0 4.9 2.0 2.4 Ds; 32.9 13.6 4.56 5.46 4.03 1999 II 
84.6 86.2 2a 1.8 4.0 -0.2 PS 2.4 34.2 13.8 4.66 el 4.05 Ul 
85.1 86.2 2.4 0.9 12 Za 2 3.8 14.5 1.4 4.85 6.18 4.01 IV 
85.5 86.4 2.8 0.6 37 5.1 2.4 3.0 30.1 20.0 5.27 6.03 3.80 2000 I 
85.4 86.0 ie, 1.3 6.3 8.9 PU) 2.6 4.7 -4.9 5.53 5.95} Beil, I 
85.4 86.4 4.0 1.8 Spl 0.8 2.6 1.9 5.8 -17.6 5.56 S375 3.60 Il 
85.1 85.9 4.2 2.5) 23 29 3.0 2 17.0 -7.6 5.49 5:35 3.42 IV 
83.7 83.3 1.4 ey 3.4 4.8 3.9 DS 11.6 -5.5 4.58 5.41 3.45 2001 I 
83.4 83.0 4.7 ZS) -0.4 0.6 3.0 3.0 -15.8 23.9 4.30 ae 3.93 I 
81.4 81.2 0.3 21 -44 333 ahi! 32 -38.3 -22.1 3.05 S02 3.68 Il 
80.4 80.1 -1.8 0.7 -5.2 2.8 3.0 2.4 -41.4 -30.6 HOS 5.44 3.76 IV 
81.6 82.2 3.4 29 3h LED 3.0 2.1 16.4 13:2 2.30 p:/9 3.68 2002 I 
82.1 83.5 3.6 3.0 6.6 -1.0 23) PH) 38.9 -1.8 2.70 5.37 3.42 Il 
82.8 84.3 4.3 2.8 23 1.9 Bel 2.4 2.8 -1.5 2.83 4.92 5) Il 
82.5 84.1 4.0 P28) 4.5 al a2 3.4 20.4 -4.0 2.63 - 4.88 383 IV 
82.8 84.1 a) Jf 4.1 ifs) 0.9 29 Dy) 82.2 14.1 3.14 5.13 3.08 2003 I 
=? 14.8 3.07 4.37 2.99 I 
0.3 1.0 0.9 -17.2 14.8 3.07 4.37 2.99 
0.2 0.1 -0.1 -2.9 -0.7 2.70 Srey 3.42 2002 J 
0.6 0.3 -0.2 0.8 1.2 2.81 2223 3.45 J 
0.5 0.4 0.6 0.8 -1.6 2.96 5.14 3.40 A 
0.1 0.1 0.2 Shel - 2.83 4.92 SPAS) S 
0.5 0.2 0.5 2.0 -0.4 219 5.16 3.45 O 
0.4 0.4 0.5 -2.8 -0.5 2.71 5.18 3.43 N 
-0.1 -0.2 0.4 6.7 0.8 2.63 4.88 3.33 D 
1.1 0.8 -0.2 6.1 0.8 2.83 5.02 eFe) 2003 J 
0.4 0.2 - eS) 3.4 2.88 4.93 3.06 F 
-0.1 - -0.1 -8.4 -0.4 3.14 5.13 3.08 M 
-0.7— -0.5 -6.0 0.5 3.19 4.90 3.13 A 
-0.1 0.4 3:3 1.8 3.16 4.50 3.00 M 
a2 2.6 3.07 4.37 2.99 J 


* Indice de référence selon la nouvelle définition annoncée le 18 mai 2001 : IPC hors les huit composantes les plus volatiles, @ savoir les fruits, les legumes, l’essence, le mazout, le gaz naturel, le transport interurbain, le tabac 
et les intéréts sur préts hypothécaires de méme que |’ effet des modifications des imp6ts indirects sur les autres composantes de I’ IPC 
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A 1 Sommaire des variables clés relatives a la politique monétaire 




















Données Cible de maitrise Instrument de politique monétaire | Conditions monétaires Agrégats monétaires _—_ Indicateurs de |’ inflation 
mensuelles de l’inflation (taux de croissance - 
(taux sur Fourchette opération- Taux du Indice des Taux Indice C-6 des sur 12 mois) Ecart de ren- IPC global IPCP Coits IPPI Gains 
12 mois) nelle pour le taux du _finance- conditions du papier taux de change dement entre _ hors alimen- unitaires (produits horaires 
financement 4 un jour ment monétaires com- pondérés MI MI++ M2++ les obligations tation, énergie de main- finis) moyens 
Four- IPC Indice (fin du mois) aunjour (janvier mercial en fonction brut classiques et effet des d’ceuvre des 
chette deré- | 1987=0) a90 des échanges et a ren- modifications travailleurs 
cible férence Bas Haut jours commerciaux dement réel des imp6ts permanents 
(1992 = 100) indirects 
(1) (2) (3) (4) (5) (6) (7) (8) (9) (0) dl) (2) (13) (14) (15) (16) (17) (18) 
1999 ey ESh  1ess TRGS 4.25 4.75 4.61 -7.04 4.9] 80.88 6.7 4.5 5.0 V2 1.6 1.6 - Zee 3.0 
A Heche alle alls) 4.25 4.75 4.62 -6.78 4.87 81.61 tie 240, 5.4 1.65 1.6 1.6 0.4 1.8 3.3 
S 123 2:6 19 4.25 4.75 4.58 -6.22 4.83 83.08 5/7 2.0 5.4 1.86 IED) WS: 0.6 Pie oes) 
O 1-323 16 4.25 4.75 4.61 -6.20 5.05 82.61 6.1 5.4 5.0 2.31 1.6 NE 0.6 0.6 2.8 
N 1-300 2.2 14 4.50 5.00 4.77 -6.05 5.05 82.98 8.2 6.0 49 2.06 15 ie) 0.3 - 2.9 
D 1-3 2.6 14 4.50 5.00 4.76 -5.46 a:27) 83.90 98 6.8 5) PIP 1.6 1.7 ts! 1.3 Sh) 
2000 J ish, Ochs AI 4.50 5.00 4.77 -5.09 5.29 84.87 2 1O ey 2.25 3 iS) 1.8 0.7 Sh) 
F ese Pg As! 4.75 2D 4.97 -5.54 5.31 83.58 LD ile 6.2 1.91 1.6 1.6 Pd Dit Shi 
M 1-3 3.0 14 5.00 5.50 320 -5.16 5.46 84.17 Leo 6.4 2.04 iE) 1.7 2 IES 3.0 
A les) ik Sikes 5.00 5.50 5.26 -5.37 5.62 83.23 14.6 9.5 Te 2.28 12. 1.3 6.0 DED 3rd) 
M Lesa isl 5.50 6.00 3S -5.48 5.98 82.08 13/6" 9822 6.6 1.82 ic 1.4 pep) Sia 52 
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Ss. Eek Ae EO) 5.50 6.00 5.74 -5.45 5.83 82.53 7A 933 7.0 2.07 is! ie) 5.4 2.4 4.0 
O WER haes  P2fe de IES) S00) 6.00 Shs -5.70 5.85 81.87 17.4 9.6 es 2.09 1.5 1.6 3.9 a5 Sil 
N ey 392” “ailes) 5.50 6.00 Sh /5) -6.22 5.89 80.49 15.8 9.5 7.4 2.00 1.8 1.8 4.8 4.8 Re) 
D ESI) pr ule: 5.50 6.00 5.80 -5.92 Sail 81.66 15.6 10.2 19 2.14 Ne 2.0 4.5 3.0 Su 
2001 J 13s Om ls 31723) 5.75 5.49 -6.06 S29 82.36 14.4 9.2 Tell 2.36 2.0 2.0 44 Sl 3.0 
F NESS A ALG 3:25 35) 5.49 -6.94 5.05 80.78 14.3 86 7.6 Deed 2.0 1.9 4.1 3.8 Sh) 
M ies} sy es 4.75 5:25 4.99 -7.93 4.66 79.35 1333) 7:8 7.4 2.34 1 1.9 44 3.8 Sal. 
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S 13 210 25 Be B35 3.49 -9.69 S19 78.65 11.7 10.8 7.6 2.18 2.0 Pye} Dp) 3 oS 
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N es) OM ley 2.00 2.50 2.60 -10.78 PEST) 78.50 SRIF wl? 8.7 1.91 1.4 17 2.6 0.6 3.0 
D 1-3 0.7 1.6 2.00 2.50 2.24 -10.94 2.08 78.33 14.2 14.0 7.6 1293; - 3! 1.6 2) 1.0 3.3 
2002 J legs tye 1.75 PE DIS) 1.99 -10.82 2.07 78.63 14.4 15.6 8.0 1.95 1.4 1.8 2.8 2.0 3.5 
ie 123 Sele ane id DDS OS -11.07 2.16 77.84 I2'6n 15:5 IS 1.96 1.4 Dell it) es 3.4 
M 1-3 ales 220 iL 7) DZS 1.99 -10.61 2.36 78.45 dP) ANSE 7.0 2.30 1.8 al 1.6 1.1 332 
A 1-3 Seales) | 222 2.00 20) 2.24 -10.07 2.46 79.48 LS 6.9 2.29 1.9 Ail 0.9 0.6 2.8 
M 1-3 e022 2.00 2.50 DDS -9.31 2.68 80.79 12.0 14.4 6.7 2.24 2.0 1.9 22. -0.3 2.4 
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J 3.00 3.50 3.24 -5.11 3.11 90.45 2.04 


* Indice de référence selon la nouvelle définition annoncée le 18 mai 2001 : IPC hors les huit composantes les plus volatiles, a savoir les fruits, les legumes, l’essence, le mazout, le gaz naturel, le transport interurbain, le tabac 
et les intéréts sur préts hypothécaires de méme que |’ effet des modifications des imp6ts indirects sur les autres composantes de |’ IPC 
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